
 

The first quarter of 2020 will be considered 
historic for many reasons, but equity market 
participants will surely remember it for the 
initial daily grind to new highs, followed by 
the most violent transition into a bear 
market ever. It took the ASX 200 only 
thirteen trading sessions to accomplish this 
feat after peaking on the 21st of February; 
the S&P 500 did the same over 16 sessions 
after peaking on the 19th. At points in March, 
market volatility exceeded the levels 
experienced during the height of the global 
financial crisis in 2008. 

While it is tempting to rattle off a series of metrics to 
explain just how volatile the last six weeks have been, 
it likely doesn’t add much to the discussion on what 
happens next; the same goes for showing a series of 
charts with a near-vertical line going over the cliff 
right at the very end. We are certain you are well 
aware of these facts. 

We believe clear and detailed communication is the 
best tool we can deploy in explaining how we see the 
crisis evolving, where our process is leading us, and 
what we are doing in response.  

Fund Performance  
For the quarter ended 31 March 2020, the AIM 
Global High Conviction Fund delivered a return of       
-2.51% compared to a benchmark return of -9.33%. 
This brings our return for the financial year to date to 
+3.03% (vs. -1.21% for the benchmark), and our 
rolling one-year return to +6.38% (compared to 
+2.10% for the benchmark.) These returns are net of 
all fees. 

Being unhedged to global currencies has provided a 
cushion to our absolute returns over the last quarter; 
we estimate the weakening of the Australian dollar 
added roughly 12% to our performance.  

However, the relative outperformance was an 
outcome of our process: we entirely avoided the 
hardest hit sectors – energy, financials and materials 

 
– because we do not believe that these types of 
price-taking commodity businesses can reliably 
generate an excess return on invested capital over a 
business cycle. 

In addition, the names our process did guide us 
towards generally performed much better during the 
sell-off. Given our focus on quality balance sheets 
and cash generation – a far more important metric 
than earnings, which is ultimately an accounting 
construct – more than three quarters of the holdings 
in the fund outperformed the benchmark over the 
past three months.  
 

• The largest positive contributor to performance 
was Microsoft (+15.2% in AUD, +0.3% in USD), 
with Netflix (+33.3% in AUD, +16.1% in USD), 
Amazon (+21.2% in AUD, +5.51% in USD), Tencent 
(+18.7% in AUD, +16.3% in HKD) and recent 
addition Novo Nordisk (+14.0% in AUD, +14.2% in 
DKK) rounding out the top five.  

• The Walt Disney Company (-21.3% in AUD, -34.4% 
in USD) was by far the largest detractor from 
performance, with global brewer Heineken             
(-15.5% in AUD, -22.6%), US-based coffee chain 
Starbucks (-13.7% in AUD, -24.9% in USD), Coca 
Cola (-7.4% in AUD, -19.4% in USD) and LVMH       
(-8.3% in AUD, -18.3% in EUR) rounding out the 
bottom five.  
 

Having an average of 8.8% held in cash over the 
quarter also supported our relative return. 

We discuss some of the companies mentioned above 
– as well as how our process guided us to them – in 
more detail later in this update.  

We fully expect volatility to remain elevated for the 
foreseeable future – certainly, until there is better 
news with regards to the spread of COVID-19 being 
contained, and more clarity on the path and timing of 
restarting economic activity more widely. 

We will remain focused on executing to the playbook 
we have used during this period: looking for 
businesses with differentiated goods or services, 
sustainable competitive advantages, solid balance 
sheets and high cash conversion – and then buying 
them at a sensible valuation.
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If the current period has highlighted anything, it is 
that focusing on earnings has several shortcomings, 
and the full picture needed to assess an investment 
opportunity must take into account the ability of a 
business to generate free cash flow and its capital 
structure. For any business, cash is oxygen, allowing it 
to remain liquid and solvent.  

We will use a future update to expand on how we 
think about using an adjusted free cash flow yield (as 
opposed to a P/E ratio) as a much better shorthand 
indicator of valuation. 

Revised 2020 Outlook 

Prior to diving into our revised outlook, it is worth 
declaring our assumptions. 

The situation is changing very rapidly, and there is a 
huge amount of uncertainty involved in making 
forecasts and predictions at present. It is a time to be 
long humility and common sense, and short on pride.  

While it is tempting to try and make our own 
predictions regarding the progression of the spread 
of COVID-19 based on the research we have done 
and experts we have interacted with, we believe 
there are definite risks to behaving like domain 
experts in a very technical field far outside our 
normal circle of familiarity and knowledge. We shall 
therefore refrain from doing so. 

Equally, we do not believe there is much to be gained 
in debating the correct actions policymakers should 
be taking, either from a monetary, fiscal or health 
care policy perspective. That is outside of our control 
as investors. Our focus is on dealing with the 
situation as it presents itself to ensure we prudently 
manage your capital through the crisis. 

With those caveats out of the way, the main 
assumptions we currently operate under are the 
following: 

• China will continue to slowly normalise its 
economic activity as the lockdown conditions 
imposed after Chinese New Year are loosened. To 
prevent a second wave of infections, we expect 
this to be done very gradually and cautiously. We 
would not be surprised to see localised 
restrictions implemented again to prevent 
community transmission if new clusters of COVID-
19 are identified.  

 
 

• In the USA, Europe and the UK, we expect there to 
be a period of enforced social distancing 
implemented. The exact measures taken will vary 
from country to country, but in general, will imply 
that substantial sectors of the economy 
(particularly entertainment, travel and retail) will 
essentially shut down. This is similar to what is 
occurring in Australia. 

– We are keeping a close eye on other well 
industrialised Asian economies, such as Japan, 
South Korea and Taiwan. These countries have 
had much more initial success in dealing with 
the coronavirus outbreak due to very 
aggressive early testing. We certainly believe 
their economic activity will slow, particularly as 
demand for exports from the rest of the world 
decreases. However, due to the avoidance of a 
large-scale shutdown of the economy, they 
should fare better on a relative basis, barring a 
secondary wave of infections. 

• Emerging markets will be particularly hard hit, 
both from an economic and health care point of 
view. Measures to deal with the crisis will vary by 
country, but given the more limited capacity to 
deploy fiscal and monetary tools, there is likely to 
be a substantial negative impact to economic 
activity. Combined with more limited health care 
systems, we also believe there is a substantial risk 
of very high mortality rates in some countries. 

• Taken together, we see the global economy going 
into a recession for a minimum of two quarters, 
with a rebound taking shape in the final quarter of 
2020.  

Much will depend on the robustness of the combined 
fiscal, monetary and public health response to 
contain the crisis and ensure there is no irreparable 
economic harm. We will get into these issues below. 

A Very Different Recession 

If you had asked us to make a list of things we were 
concerned about for global markets going into 2020, 
a global pandemic would not have made the top of 
the list. Our primary concerns were mainly focused 
on further rounds of trade tension derailing the 
nascent recovery in global manufacturing, or whether 
fiscal stimulus could lead to an unexpected pick-up in 
inflation, requiring central banks to increase interest 
rates. 

 



 

In acknowledging these risks, we attempted to 
quantify them in our valuations and in portfolio 
construction by running downside scenarios for the 
companies we invest in. Essentially, we try to forecast 
what would happen to the cash streams of these 
companies during a recession. The parameters we 
varied to flex our valuations were largely informed by 
how these businesses found their operations 
impacted during previous global recessions, such as 
2008/2009 or 2001/2002. 

‘Normal’ recessions see consumers and businesses 
reduce discretionary spending as unemployment 
increases due to a tightening of financial conditions. 
Almost all businesses see revenues decline. Deeply 
cyclical businesses – mostly those in the commodity, 
financial, industrial and consumer discretionary 
sectors – tend to experience an above-average 
impact to their revenues. The critical point is that the 
percentage decline in revenues range somewhere 
between low- or mid-single digits for less cyclical 
businesses to potentially somewhere in the 30s for 
deeply cyclical businesses. Astute management 
teams and business owners make financing decisions 
based on the circumstances of their own industries 
within these ranges.  

The above ‘normal’ recessionary scenario still 
assumes some base level of activity to continue 
across the whole economy. What makes the coming 
recession very different is that there will be entire 
sectors of the economy essentially shut down to 
combat the spread of COVID-19, meaning this 
assumed base level of demand for many companies 
will simply evaporate. To state this in more practical 
terms, the owner of a well-loved and successful local 
coffee shop might assume a decline in sales of 5% to 
15% during a ‘normal’ recession and be in the 
financial position to withstand such a period. 
However, no-one plans for revenues to suddenly 
decline by 50% to 90% due to customers being 
unable to even access your product or service. This is 
the kind of disruption we now face. It will hit 
economies with large service components very hard – 
and given that service industries employ a huge 
number of people, the resultant spike in 
unemployment will be enormous, resulting in a 
collapse in aggregate demand. Affected businesses 
with excessive amounts of leverage are particularly 
exposed in this crisis. 

On the other side of this equation, there is a 
substantial disruption to supply chains. This applies  

equally to physical goods and labour. Even if workers 
are at factories and able to produce, the globalised 
nature of just-in-time supply chains mean that a 
break somewhere along the chain essentially renders 
the capacity to produce moot. Additionally, if labour 
is unavailable due to the lockdown measures 
imposed by governments to contain COVID-19, an up-
and-running-again supply chain counts for very little.  

Finally, the global nature of the cause of this 
recession – a pandemic – means that all economies 
will experience this disruption simultaneously – there 
is no true ‘safe haven’ of demand. 
 
Read together, these factors mean this recession will 
be very different in scope and shape to anything that 
has occurred in the post-World War 2 global 
economy. Practically, it means using the financial 
performance of businesses during previous 
recessions to forecast performance going forward will 
be of little use. The playbook is well and truly 
different. The focus needs to be on cash flow, 
liquidity, and the ability to stay solvent – earnings 
growth will be of secondary concern until market 
conditions stabilise. 

The Monetary and Fiscal Policy Response 

To address the current policy response implemented 
by governments and central banks around the world, 
it is worth understanding how the coronavirus impact 
can be transmitted to the economy. 

In our December quarterly update, we highlighted 
that we use a three-pronged framework to assess the 
economic outlook: real economy risk, policy error 
risk, and financial system risk. 

While policy error remains a medium-term risk, the 
here-and-now requires substantial intervention by 
policy makers. Lower rates, materially higher 
government deficits and unprecedented quantitative 
easing will almost certainly have inflationary 
consequences down the road. For now, governments 
and central banks are doing everything in their power 
to get individuals and businesses – productive capital, 
essentially – to the other side of the crisis with as 
little damage as possible. 

The immediate transmission mechanism for the 
current crisis therefore lies in the real economy and 
in the financial system – and in this case, the two are 
interrelated. 



 

Traditionally, financial crises affect an economy’s 
supply side by disrupting new capital formation. 
When credit cannot be extended to projects where it 
can be deployed to create economic growth and 
profit, businesses cease to grow (or fail), workers exit 
the workforce, skills are lost, and productivity – a key 
input to GDP growth – is structurally lower. Finding 
and retraining new workers is a lengthier process 
than laying people off, meaning the longer a crisis 
drags on, the slower the recovery is likely to be. 

Policymakers have a playbook for dealing with crises 
like these. First and foremost, it is essential to 
improve liquidity conditions to ensure there is not a 
mass liquidation event, where many leveraged 
economic actors (including investors) become forced 
sellers of otherwise productive assets to meet 
payments to credit providers. Given how poorly the 
financial plumbing was working on some days in 
March, central banks stepping in with very 
meaningful measures to keep the financial system up 
and running was critical. (The risk of having a full 
blown financial crisis on top of a real economy crisis 
would be almost too terrible to contemplate).  

Secondly, if the issue becomes one of a capital 
nature, governments can effectively recapitalise 
businesses or even entire industries. These actions 
are always politically controversial and fraught with 
potential moral hazard. However, given the cause of 
the current crisis – a largely externally driven event, 
more akin to a global natural disaster – we believe it 
is more likely than not that such steps will be taken 
by fiscal policymakers if required. (The calculus 
essentially amounts to solving the immediate crisis 
and needing to pick up the pieces afterwards, versus 
an outcome so dire as to not have any pieces left to 
pick up once the dust settles). 

Where the policy playbook ends is in dealing with the 
impact to the real economy: the day to day ‘business 
of business’, consisting of millions of individual 
transactions between market participants offering 
money for products or services, and being paid in 
exchange for labour.  

The current health care policy of social distancing 
required to slow down the spread of the disease has 
a hugely negative impact on economic activity, given 
that it effectively shuts down business activity that 
occurs in close human proximity: retail, restaurants 
and gyms are but some examples of these. This will 
have the effect of placing otherwise healthy 
businesses and households in a massive liquidity 

crunch, with no income to meet fixed expenses. 
Should this continue for an extended period of time, 
the liquidity crunch turns into a solvency event, 
driving up real economy bankruptcies and directly 
feeding into the financial system, which then 
becomes less inclined to extend credit into the real 
economy, starving it of capital. 

This non-linear risk between the real economy 
grinding to a halt and its impact to the financial 
system is the greatest immediate risk. Equity and 
credit markets have already drawn this distinction: 
companies with healthier balance sheets have 
performed much better since the market peak in the 
middle of February. US onshore oil producers that 
have substantial leverage – having availed 
themselves of easy terms on offer by credit markets 
over the last decade – have been some of the hardest 
hit companies in March. Lower rates mean very little 
for these businesses: it is not a cost of money 
problem they face, but rather the cash flow and 
liquidity problem outlined above. 

Again, we believe policy makers will do anything in 
their power to avoid such an outcome, but we don’t 
believe governments can effectively step in and 
subsidise all the lost economic activity for an 
extended period of time via stimulus. The sad reality 
is that there will be businesses and households 
forced into bankruptcy. 

The Health Care Response 

The vital element we have not yet discussed is the 
health care response that is being mounted. As is well 
understood, the policy of social distancing has 
substantial negative impacts on economic activity. As 
mentioned above, we claim no particular domain 
knowledge in this realm, but offer some observations 
on how the health care response will be critical to the 
resolution of the economic crisis. 

From our perspective, the single most important 
factor to achieving some sort of near-term resolution 
will come down to a substantial increase in testing 
capability for COVID-19. Economies that have more 
successfully dealt with the outbreak of coronavirus 
have all been extremely aggressive in the application 
of testing. If done early enough, daily life and 
economic activity can continue with relatively few 
restrictions; left too late, much more severe social 
distancing is required to slow the spread and delay 
the impact on the health care system over a period of 
time. 



 

This latter point is critical. When the first reports of 
the coronavirus breaking out in Wuhan made 
headlines in January, we – like many others – looked 
into the rates of spread and the implied mortality 
rate. Given the extreme activity undertaken by China 
to contain the disease, it obscured the true risk: the 
non-linear increase in the mortality rate as soon as 
the health care system becomes overwhelmed. 

While current data assumes that somewhere 
between 15% to 20% of individuals infected with 
COVID-19 requires hospitalisation – and a yet smaller 
subset of those need intensive care – the mortality 
rate increases dramatically if one exhausts the ability 
of the health care system to provide said care. 
Sufficient quantities of ventilators and protective 
equipment for frontline health care workers are 
critical. If you consider the lead times for training a 
new doctor or nurse, they are literally the most 
valuable resource to be protected during this 
pandemic, as losing a substantial portion of these 
trained professionals means not only will the health 
care system be overwhelmed sooner, but that other 
treatable conditions will not be attended to – a recipe 
for much, much higher mortality rates.  

A period of lockdown, combined with very aggressive 
testing to identify and isolate those infected, seems 
to be the consensus forming between government 
and the scientific community on how best to deal 
with the outbreak. To our thinking, this also seems 
the most sensible approach: slam the brakes as hard 
as possible on community spread to maintain the 
integrity of the overall health care system, using the 
time afforded to aggressively test and isolate chains 
of transmission. Once the community transmission is 
under control, the strictness of the lockdown can 
likely be lifted in a tiered approach. This will allow 
less vulnerable populations to return to work, but 
with the understanding that aggressive public health 
interventions in public places will be in place for an 
extended period of time to control potential further 
spread. Based on our research and interaction with 
subject matter experts, this type of outcome can be 
achieved over a six to twelve-week period – but it 
requires severe restrictions upfront. For example, as 
at the time of writing this update, the US has 
effectively implemented a social distancing policy up 
to 30 April 2020. In other countries, shorter periods 
have been announced, with the provision that it may 
be extended based on local conditions. 

One possibility we cannot discount is the potential 
for an effective preventative or therapeutic 

treatment to become available that dramatically 
reduces the risk of mortality. As of the 31st of March, 
there are several trials already underway around the 
world to test potential drugs that have anecdotally 
had some positive impact on patient outcomes. The 
trials are being conducted to test whether or not 
there is a clinical basis for rolling out these 
treatments to a wider patient population. In addition, 
the medical community is moving at record pace in 
developing a vaccine against COVID-19, and though 
the timeline for this is likely 12 to 18 months away, 
this is the ultimate endgame for dealing with the 
virus. Any progress made in defeating the outbreak 
will be a massive positive – both from a humanitarian 
point of view, but also for markets and economies, as 
it means activity will normalise sooner. 

Again, we do not have the medical background to 
recommend one course of action above any other; 
nor will we attempt to forecast the date of ‘peak 
infection’ and try to trade around these estimates. 
We see our job as evaluating the range of policies 
available to governments, understanding their impact 
on our investments, and then navigating the 
environment as best we can to reflect the reality of 
what is likely to happen. 

Implications for Portfolio Construction 

To understand what all the above means from a 
portfolio standpoint, it’s worth distilling it down to 
our current operating thesis: 
 

• We believe governments are most likely to 
implement a period – between six to twelve 
weeks – of social distancing policies of varying 
severity. In many countries, this period has 
already started.  

• To counteract the inevitable economic impact 
from the abovementioned policy of social 
distancing, we expect robust and ongoing fiscal 
and monetary interventions to get households 
and businesses to the other side in the best 
possible condition. This will likely continue over 
the remainder of 2020. 

• The lockdown period will be used to aggressively 
ramp testing and contact tracing capability, with a 
view to identifying community spread and 
isolating it, driving down the reproduction number 
(the expected number of people one sick person is 
likely to infect, also known as R0 or R-nought) as 
much as possible. 



 

• Once the spread of the virus has been contained, 
lockdown restrictions will be slowly lifted in a 
tiered manner, with the view to avoid secondary 
infection clusters from occurring. Certain 
restrictions on public gatherings will remain in 
place, but economic activity will start to 
normalise. 

• Central bank policy will remain incredibly 
supportive until a recovery is well and truly 
underway, and even then, rates will only go 
modestly higher. 

• Economic activity will slowly start to normalise by 
the fourth quarter of 2020, with a more 
meaningful pick-up in activity in early 2021. 
 

We present these assumptions with the knowledge 
that there is a substantial margin for error, and we 
will remain vigilant for developments that change can 
change them.  

What does this mean from a practical standpoint? 

Firstly, it means we will remain reasonably fully 
invested, with a target cash weighting of between 2% 
and 10%. There has already been a substantial 
correction in markets. We cannot profess to have the 
ability to call a bottom, but unless the impact of 
COVID-19 stretches well into 2021 or beyond, the 
outlook for equity on a 12 to 24-month basis is 
attractive. This is particularly true when compared to 
cash or government bonds, which at present levels 
are almost certain to deliver poor real returns over 
the same timeframe. Combined with full-throated 
fiscal and monetary support, we suspect the initial 
economic rebound – when it does occur – will be 
sharp. Markets will bottom before the data does, and 
lacking the ability to call a bottom, we believe 
maintaining our current equity exposure is prudent. 

Secondly, we plan to use further market weakness to 
selectively deploy cash. We have already made 
changes in March (discussed later) to position the 
portfolio to weather the near-term disruption as best 
as we can see possible, as well as introducing some 
new names. We have identified several businesses 
that we would like to add to or to introduce to the 
portfolio, but we will let valuations guide us in this 
regard. 

One thing we will not be doing is investing in 
companies with very leveraged balance sheets or 
deeply commoditised products or services. The latter 
category we would avoid as a matter of course given 

our investment process, but we wish to address the 
former specifically. 

Given our belief that aggressive fiscal support will try 
to cushion businesses from the worst impact of the 
economic disruption, it stands to reason we could 
potentially invest in deeply discounted businesses 
that will be underwritten by some form of 
government largesse. While this is certainly tempting, 
we do not intend to do so. We do not know the 
quantity of the government support some of these 
businesses may require, nor the terms on which it 
may be provided and how we – as common equity 
owners – might be treated in the capital structure. In 
extreme cases, current equity holders may find their 
ownership rights dramatically impaired. Moreover, 
we define a quality business as a conservatively 
financed one; buying a business with excessive 
leverage because there is some sort of government 
backstop flies in the face our investment process. 

This does not mean we will not consider a high 
quality cyclical business with stable growth prospects, 
but we will be selective. A new introduction to the 
fund is Japanese sensor business Keyence. The 
company employs a capital-light business model and 
is exposed to many industrial end-markets by 
providing a variety of sensors used in the 
manufacturing process. We believe industrial 
automation is an industry that will enjoy substantial 
growth over the next decade, and that Keyence will 
benefit from this trend. The company has no debt 
and ample cash reserves, and despite being on the 
more cyclical end of the business continuum, fits the 
bill for the kind of company we look to invest in. 

Ultimately, we see ourselves as part owners of a 
business, and as such, it means on trying to own the 
very best we can find for the long term. 

 

 

 

 

 

 

 



 

Portfolio Positioning 

As at 31 March, the top ten holdings of the fund are 
as follows: 
 

Stock Sector Weight 

Microsoft Corp Information Technology 7.4% 

Alphabet Inc. Communication Services 6.2% 

Amazon.com Inc. Consumer Discretionary 5.9% 

The Coca-Cola Co. Consumer Staples 5.4% 

Prosus NV Consumer Discretionary 5.0% 

Nike Inc. Consumer Discretionary 4.7% 

MasterCard Inc. Information Technology 4.7% 

Heineken NV Consumer Staples 4.4% 

ICON PLC Health Care 4.2% 

UnitedHealth Group Inc. Health Care 4.2% 

Total   52.0% 

Source: AIM 

The cash position amounted to 8.7% of the total 
assets of the fund. 

The sector allocation at month end is as follows: 
 

 
  Source: AIM 

It is worth pointing out that the consumer 
discretionary holdings in the fund comprise of several 
online retailers (such as Amazon or Alibaba) as well 
as online platforms (such as Prosus). Thus, while the 
allocation to this category may seem outsized given 
the economic climate we are about to enter, the 
exposure to ‘true’ luxury or discretionary spend items 
(such as LVMH, Nike, Starbucks or recent addition 
Booking Holdings) accounts for less than half of the 
weight in this sector. 

 
From a geographic and currency perspective, this is 
the present allocation: 
 

 
           Source: AIM 

 
However, when constructing the portfolio, we believe 
the domicile of listing – which is really what the chart 
above indicates – is less instructive than 
understanding where our companies earn their 
revenues. On that basis, the geographic allocation by 
revenue is the following: 
 

 
               Source: AIM 
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Actions taken in the fund 

After our mid-month update (16 March), we made 
several changes to the portfolio based on our 
assessment of the operating environment and the 
changing risk/reward opportunities for our holdings: 
 

• We reduced LVMH, Estee Lauder and 
UnitedHealth based on concerns around their 
prospects in the current environment. 

• We used the opportunity to materially increase 
our investment in Amazon.com. 

– Amazon has been a smaller position in the fund 
for some time now; our chief obstacle to 
increasing the weight related to concerns on 
valuation. However, the magnitude of the mid-
month sell-off provided us with an opportunity 
to act decisively. We believe that the current 
social distancing guidelines in place in many 
countries will accelerate the long-term trend of 
more consumers shifting their recurring 
household purchases online. We believe 
Amazon will be a long-term beneficiary of this 
trend. In addition, the economics enjoyed by 
its 3rd party marketplace, advertising and 
Amazon Web Services divisions make the 
investment case particularly attractive over the 
medium term. 

• We introduced several new names in the fund: 

– As mentioned previously, Japanese sensor 
manufacturer Keyence was purchased to give 
us exposure to the long-term factory 
automation trend. 

– Novo Nordisk is a Danish-based pharmaceutical 
business specialising in diabetes-care products, 
including human and modern insulins and oral 
antidiabetics. We see the need for these 
products as growing, with aging and 
increasingly obese populations in developed 
markets. We believe Novo Nordisk enjoys 
substantial competitive advantages, and has a 
pipeline of next-generation products that will 
see it continue to grow for a long time to 
come. 

– Intuitive Surgical manufactures robotic surgery 
systems. The company has a solid track record 
of growth as more of these devices are sold to 
hospitals around the world. While most 
elective surgeries will be postponed for the 
next several months to create capacity to deal 
with COVID-19 patients, we believe surgeries 
using these systems will continue to grow as a 

percentage of general surgeries. The position is 
currently modest, and we would look to add to 
it on a pullback. 

– Bookings Holdings is an online travel agent, 
operating the booking.com travel search 
engine and reservation platform. The stock has 
almost halved over the past several weeks, 
given the extreme disruption to global travel 
markets. However, it operates as a capital-light 
platform, and we believe it is not as directly 
threatened by Google’s own efforts in online 
travel bookings as the market fears. We do not 
anticipate travel volumes to recover soon, but 
believe this business model is a low-risk way of 
playing the rebound when it does occur.  

• We sold our position in the Walt Disney Company 
after reviewing its prospects in light of the 
coronavirus outbreak. Given that we wrote about 
it quite effusively as recently as December, you 
may rightly wonder why. We address this question 
in more detail below. 

Stock Specific Commentary 

Given the unique period we find ourselves in, we 
believe it is more appropriate to discuss the 
investment rationale for several of our holdings in 
brief rather than provide a deep-dive into one 
particular name. We hope we can return to the 
normal format soon. 

As mentioned earlier in this update, what has 
underpinned our relative performance over the 
quarter has been our process, which steers us away 
from owning business with high leverage. Before 
addressing some individual holdings, it is worth 
briefly summarising exactly what our process guides 
us toward. 

Distilled down to a sentence, we seek to own quality 
sustainable growth businesses, purchased at a margin 
of safety. That sounds like a mouthful of marketing 
jargon, but each of these concepts illuminate 
something about what we focus on. 

Quality has a fairly straightforward definition to us: is 
the business conservatively financed? The current 
crisis has thrown into sharp relief the true risk of 
owning businesses that rely on excessive gearing to 
generate an acceptable return on shareholders’ 
equity. This doesn’t mean we will only own 
businesses that have no gearing, but that we seek 
businesses that have manageable debt levels and – 



 

critically – generate substantial amounts of free cash 
flow to service this debt.  

By sustainable, we mean businesses that have a 
competitive advantage that allows them to 
continuously earn an economic profit (a cash return 
on invested capital in excess of its cost of capital) 
throughout a business cycle. If there is no sustainable 
competitive advantage, the ability to earn an 
economic profit will be eroded over time due to the 
iron law of economics: excess profits begets 
competition, which will see all players eventually 
earn the cost of capital and no more. 

Regarding growth, we think in terms of both revenue 
and free cash flow. For the former, we look for 
businesses that can generate organic growth that 
consistently exceeds GDP or inflation, generally in 
industries that have superior growth prospects to the 
general economy. With regards to free cash flow, we 
spend a lot of effort in understanding reinvestment 
requirements, because we believe there is absolutely 
such a thing as growth that destroys economic value. 
Growth only creates economic value if the return it 
earns exceeds the cost of the capital invested to 
generate said growth.  

Finally, we do care about valuations, acknowledging 
that the price we pay is really the only variable we 
control in generating a long-term return. While high 
quality sustainable growth businesses that can 
compound their internal capital generally trade at 
higher multiples, we don’t believe in paying any price 
for such a business. 

As a general comment, we would state that we don’t 
believe any of our businesses will be entirely immune 
to a slowdown in revenue over the next several 
months. However, we are trying to look through the 
near-term disruption and pick businesses that will 
survive – and hopefully use this as an opportunity to 
emerge stronger on the other side, given the 
optionality their balance sheet strength gives them. 

With all that out of the way, we offer the following 

thoughts on some of our investments. 

The Walt Disney Company 

As we alluded to above, the most material change in 
the portfolio this month was the sale of the Walt 
Disney Company. You may rightly be wondering why 
we elected to sell a business which we described in 

very complimentary terms in our December quarterly 
update. 

As we explained in our deep dive, Disney has 
essentially four lines of business: film studios, theme 
parks (including cruise lines), television networks, and 
its new direct-to-consumer streaming business. We 
still believe that the unique stable of intellectual 
property it owns makes it a company with substantial 
pricing power over the long term. 

However, the current period of lockdown materially 
effects three different lines of business, to the point 
of roughly 50% revenues (Parks and Studio 
Entertainment) essentially drying up, while the most 
important asset in the Media Networks segment – 
the ESPN family of sports channels – essentially has 
no new content to distribute, with major sporting 
codes around the world currently shut down. 

These three lines of business have high fixed costs, 
meaning the impact from a substantial decline in 
revenues will have material negative operating 
leverage, with corresponding impact on the 
company’s ability to generate free cash flow. Relative 
to its current debt levels, this creates a substantial 
risk, in our view. 

To address each segment in a bit more detail: 

• Parks, Experiences & Consumer Products 

– All US Disney parks are currently shut, and the 
same is true for Paris, Hong Kong and Tokyo. 
Shanghai has re-opened, but using a phased 
approach, which means attendance is well 
below normal. The non-US parks are mostly 
joint ventures (or in the case of Tokyo, not 
even managed by Disney -  they merely earn a 
royalty payment for licensing the use of its IP 
to the operators), but the huge fixed cost of 
keeping the US parks closed will cause a 
material decline in profitability and free cash 
generation. 

– Disney operates four cruise ships, which have 
cancelled all cruises up to at least 28 April 
2020. Again, maintaining these ships is a huge 
fixed cost, and with no revenue being earned, 
bodes very poorly for profitability and cash 
generation. 

– If we have to think forward several years, we 
believe the margin profile for all these 
businesses will struggle to easily regain its pre-
crisis peak. This will be due to the fact that  
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there will likely be substantial additional costs 
required to clean and sanitise the parks on a 
daily basis, going forward – a permanent 
change in how public health is managed in a 
post COVID-19 world.  

– Generally, we believe people will be slow to re-
engage with events or venues that see large 
groups of people congregate in close proximity, 
and resorts, cruise ships and theme parks will 
be directly affected by this. 

– Lastly, Disney’s parks and cruises are not cheap 
to enjoy; as the cyclical impact of COVID-19 
plays out, there will be a lower level of 
attendance for a period of time even after they 
are re-opened. 

• Studio Entertainment 

– Cinemas around the world are currently shut 
down to help prevent the spread of COVID-19. 
Disney has had to delay the release of several 
feature films, meaning they need to spend 
additional money to market them again when 
they finally plan to release them.  

– In addition, the nature of film production 
means a large cash outflow upfront, with the 
investment recouped once a film is theatrically 
released. The longer the delay of the current 
slate of films, the worse the economic return. 
Moreover, it will have a knock-on effect on 
Disney’s future film slate, with films either 
having their release date pushed back or 
dealing with very crowded release windows (as 
all other studios are facing the exact same 
calculus as Disney). 

– We also believe cinema attendance is likely to 
be lower in a post COVID-19 world, though 
Disney’s approach of releasing big-screen 
‘experience’ blockbusters likely positions it 
relatively better in this regard. 

• Media Networks 

– ESPN will be particularly hard hit during the 
current crisis, as the network relies on live 
sports to keep audiences engaged. In the 
complete absence of live sports, they are 
forced to re-run classic games or screen 
documentaries, which clearly does not have 
the same cachet. The problem, however, is 
that ESPN has made commitments to the 
sporting leagues regarding payment for the 
rights to these games. To our understanding, 
there might be some flexibility regarding  

payment (i.e. if no games are played, the 
amount owed may be less), but there is still 
some element of fixed cost that will simply not 
be recovered. 

– Moreover, we know unemployment in the US 
is about to spike. During the global financial 
crisis of 2008/2009, cable subscriptions were 
relatively steady, as laid-off workers stayed at 
home and watched television. However, the 
cable bundle has become much more 
expensive over the last decade, while cheap 
alternatives – Netflix, Amazon Prime Video, 
and others – are readily available. Live sport 
was the glue keeping the cable bundle 
together. We believe the rise in US 
unemployment will see a substantial decline in 
households that subscribe to cable, with a high 
likelihood of them not returning once the crisis 
ends. Instead, they will opt for mobile data or 
broadband, paired with a selection of 
streaming services. This will likely place 
substantial pressure on the local TV networks 
that pay affiliate fees to Disney, meaning yet 
another source of revenue pressure. 

 
It stands to reason that Disney+ will see a spike in 
subscribers – particularly as parents need to keep 
children suddenly cooped up at home entertained. 
However, we know that management expects the 
Disney direct-to-consumer businesses to only turn 
profitable by 2024. Even if we assume this moves up 
to 2023 given a higher number of subscribers signing 
up now, we struggle to get the numbers to work and 
generate a positive net present value until several 
years in the future. 

Disney has pulled some levers to offset the pressure: 
the latest Pixar film, Onward, was effectively only in 
theatres for a week or two before cinemas were 
closed. Disney has moved the digital release of the 
film up dramatically and will soon put the film on 
Disney+. However, given that a Disney+ subscription 
starts at $6.99 a month per household, this hardly 
compensates for the lost revenue of tickets not sold 
to audiences who were planning to watch the film at 
the theatre. 

These are substantial challenges, but likely navigable 
over time. However, the fact that Disney must face 
them bearing nearly $50bn in debt – assumed to 
close the Fox acquisition – whilst only having $6.8bn 
in cash on hand, materially alters the calculus. 



 

Given the quantum of debt, combined with the 
challenges outlined above, Disney simply no longer 
rated favourably from a risk/reward perspective in 
our view. 

While we prefer never selling great businesses – 
particularly since it was only purchased in early 2019 
- we did not foresee the impact of COVID-19 hitting 
Disney while it was still in the deleveraging phase of 
the Fox acquisition. As outlined in our December 
deep-dive, we knew the red flags that would make us 
exit the holding, and most of them were soundly 
triggered by the change in outlook. In such situations, 
we defer to our process and the up-front work 
performed prior to buying the company. 

As such, we exited the holding towards the end of the 
month. The stock was a mid-sized position in the 
fund, and freed up roughly 3% of capital. We will look 
to redeploy this into less leveraged opportunities. 

Microsoft 

Microsoft is a clear leader in the enterprise 
information technology landscape, and under the 
stewardship of Satya Nadella has transformed itself 
into being one of the foremost public cloud providers 
that can credibly deploy a wide variety of 
Infrastructure- and Platform-as-a-Service solutions at 
scale to meet its largest customers’ complex needs. 
Its long-standing involvement in the enterprise IT 
market means the company enjoys substantial 
advantages as an incumbent player, not the least of 
which is a high switching cost, economies of scale, 
and years of institutional knowledge and 
relationships with their largest clients. 

In the current environment, we expect that large 
corporates will look to aggressively cut back any non-
critical IT spending; many of the digital 
transformation efforts Microsoft is assisting with may 
suffer from these cost cutting initiatives. However, 
the management of critical, day-to-day enterprise 
workloads and the embedded nature of the Office 
suite of products will see a substantial component of 
revenues be reasonably defensive, in our view. 
Combined with the work-from-home capability that 
many businesses have been forced to rapidly adopt, 
we believe Microsoft is well positioned at present. 
Senior technology decision-makers at large firms will 
opt to work with vendors they know well and have 
already worked alongside in securely deploying 
software into their existing IT environments, all of 
which is to Microsoft’s benefit. 

As such, while there might be some near-term 
weakness in revenues – particularly in the Windows 
business, where supply chain disruptions have 
capped the number of new laptops or desktops that 
were available to sell this quarter – we believe 
Microsoft should prove fairly resilient through this 
period. It is one of the few companies without which 
many businesses simply cannot turn on the lights in 
the morning. 

As at the last reporting date, Microsoft had $134bn in 
cash and low-risk short term fixed income securities, 
compared to total debt of roughly $87bn. Of the total 
debt, roughly $8.8bn relates to lease liabilities, with 
the balance relating to outstanding bond issuance. 
Maturities and lease liabilities payable over the next 
twelve months are around $8bn.  

The strong net cash position, very manageable 
maturity profile, substantial free cash flow generation 
and high return on incremental invested capital 
underpins our conviction to have Microsoft as the 
largest holding in the fund, as we believe it has the 
ability to weather the current period of disruption far 
better than most. 

Alphabet 

Alphabet’s main asset is the Google search engine, 
alongside related products like Maps, Gmail, Photos 
and G-Suite, among others. Its primary revenue 
source is advertising, which we acknowledge will 
come under pressure over the next six months as 
large and small businesses cut back on marketing 
spend. Travel – which is a large vertical end-market 
for Google’s advertising business – will be particularly 
hard hit. 

It is worth noting that Google also owns YouTube, 
which will see increased usage over the next few 
weeks and months, even if advertising revenue there 
also slows. We believe the increased viewing on 
YouTube will benefit Google in the long run, as an 
expanding viewer base will attract more content 
creators, which in turn attracts a greater audience. 
Once advertising spending normalises, we expect 
monetisation to further improve. 

Importantly, Google also operates the Google Cloud 
Platform, a suite of cloud services that competes with 
Microsoft Azure and Amazon Web Services. While 
smaller than Microsoft Azure or Amazon Web 
Services, we believe it can be the credible third player 
in this landscape. The company provided additional 



 

disclosure around the offering at its financial year 
end results in January, and indicated it is looking to 
rapidly grow this business, having hired outside talent 
to enhance its ability to sell to large enterprise 
customers. 

Looking further ahead, we believe Alphabet has 
substantial optionality with Waymo, arguably the 
leader in the field of self-driving vehicle technology. 
Alphabet is also at the forefront of several other 
potentially game changing technological 
developments in quantum computing and artificial 
intelligence. 

Thus, while advertising remains the near-term driver 
of revenues, we believe the strong balance sheet, 
very deep moats and modestly better diversification 
of revenue sources (compared to say Twitter, 
Facebook or Snap) positions Alphabet well for longer 
term success.  

As at the most recent reporting date, Alphabet had 
roughly $120bn in cash and short-term investments, 
compared to $4.5bn of outstanding bonds and 
$11.4bn in operating lease liabilities. Given its 
financial position, high return on invested capital and 
free cash flow margin, we believe the company can 
weather any near-term slowdown to its advertising 
business. 

Beverages: Coca Cola and Heineken 

The beverages sector offers some of the best growth 
profiles to be had in the broader consumer staples 
landscape. While superficially seen as fairly boring, 
we elected to own these businesses for their 
exposure to attractive demographics in several 
emerging markets, notably in Africa, Latin America 
and South East Asia. 

We have previously articulated our preference for 
gaining emerging market exposure via high quality 
global businesses operating in local markets. In many 
cases, these business have been active in-country for 
many years, and understand the local operating 
environment exceedingly well, meaning we believe it 
presents a better risk/reward profile to gain such 
exposure than having to take liquidity, currency and 
political risk to own a locally listed player. 

In a market like China, where the GDP/capita journey 
has made massive strides over the last two decades, 
it makes sense to gain this consumer exposure via 

high quality discretionary businesses: Nike or LVMH 
are good examples of this. 

However, in places such as Africa, the ability to afford 
these types of products are well beyond the financial 
means of most consumers. As a result, we look for 
more affordable, everyday luxuries with strong 
brands to gain this exposure. Coca Cola and Heineken 
both fit the bill in this regard. 

Both companies have substantial developed market 
exposures which are growing at slower rates, but 
provide a stable base from which to fund growth into 
emerging markets. 

Coca Cola has spent much of the last several years 
owning and fixing its bottling operations before 
selling them to local operators. As these capital-
intensive operations have largely departed from 
Coke’s balance sheet, we believe the free cash flow 
generation is set to improve over the next several 
years. A shift to focusing on pricing rather than 
volume – reflecting a change in how employees are 
incentivized to grow the business – has seen revenue 
growth accelerate, whilst the successful launch of a 
wide variety of low- or no-sugar beverages has also 
supported sales. Beyond that, Coke has also 
branched out into new categories, such as energy 
drinks or ready-to-drink coffee. 

Heineken enjoys strong brand recognition, allowing it 
to play in the premium beer market. Globally, 
mainstream beers are losing market share to 
premium beers and spirits as consumers trade up. 
With Heineken’s strong brand profile in markets such 
as Mexico, Brazil, Vietnam and South Africa – all 
places with young populations – it positions the 
company well to benefit from the demographic shift 
as the drinking age population grows substantially 
every year over the next several years. 

Both companies will experience some lost sales over 
the near term, as on-premise consumption (i.e. 
buying and consuming a beverage at a restaurant, 
bar, club or food court) will clearly fall away whilst 
aggressive social distancing policies are in place. In 
certain emerging markets, the sale of alcohol has 
been entirely banned while lockdowns are in place.  
Nevertheless, we believe there will clearly be a level 
of continued at-home consumption during this 
period, and we struggle to see how both companies 
don’t see their sales return to more normalised levels 
once lockdown restrictions are lifted. Beyond the  



 

next twelve months, we still believe the exposure to 
emerging markets, pricing power and product 
innovation of these businesses will drive solid mid-
single digit organic sales growth, with free cash flow 
likely growing at rates slightly higher than that.  

Given their relatively stable revenue streams, both 
these businesses have a higher level of gearing and 
lower cash balances. We continue to monitor this 
closely, although it is worth mentioning that both 
companies tapped bond markets to increase cash 
levels during March. In both cases, the issuances 
were well supported. 

Prosus 

Prosus is a name we suspect not many would be 
familiar with, and so it is worth providing some 
background first. 

In short, it is a holding company that owns roughly 
31% of Tencent. The story of how it came to acquire 
this investment is interesting but lengthy. We will 
likely revisit it in a future update.  

Regardless of the history, an investment in Prosus is 
an indirect investment in Tencent. Due to a variety of 
factors, Prosus trades at a material discount to the 
value of its investment in Tencent. Prosus also has 
investments across a stable of attractive internet 
businesses in many emerging markets: the online 
classifieds platform OLX, fintech platform PayU 
(which has substantial scale in India, a very attractive 
market from a digital services perspective), food 
delivery platforms Swiggy (India), iFood (Brazil) and 
DeliveryHero, and Eastern European e-commerce 
business eMag. Prosus also has a majority stake in 
the US classifieds platform Letgo, as well as a stake in 
the Russian social media platform mail.ru. 

While the near-term direction of the business will 
largely be driven by the outsized value of Prosus’ 
ownership interest in Tencent – and thus Tencent’s 
results – we believe there is scope for some of the 
other unlisted businesses – particularly OLX – to 
create substantial value for shareholders. On top of 
that, there is also scope for a narrowing of the 
discount, although we suspect this will be a smaller 
component of the total return we look to earn over 
time. 

With regards to Tencent, the company reported solid 
results for their 2019 financial year during March. The 
results reported only ran up to December – in other 

words, before the impact of China’s lockdown policy 
to contain the spread of COVID-19 was implemented  
–  but the business showed a strong rebound in its 
gaming segment, whilst advertising revenue growth 
was not as dire as feared. Tencent’s payment 
business continues to grow revenues and usage, and 
its nascent cloud platform also continues to scale. 
Importantly, management noted that the company 
experienced a strong increase in usage of many of its 
products during the lockdown phase in China, 
notwithstanding the impact it would have on its 
advertising and payments businesses in the near 
term. 

In the long run, Tencent’s competitive advantage is 
the incredible network effect enjoyed by WeChat, 
which positions it at the centre of consumers’ daily 
digital life in China. Given how vital it has become 
across many walks of life, we believe the company 
can continue to earn substantial excess returns on its 
invested capital as the business grows beyond its 
gaming and advertising roots.  

It is worth noting that while Prosus is a top 10 
holding, we also still have a small direct holding in 
Tencent via the Hong Kong listed entity. As such, the 
combined exposure to Tencent is closer to 6.6% than 
the 5.0% implied by Prosus, making Tencent our 
second largest combined holding. 

ICON PLC 

ICON is a contract research organization (CRO). These 
businesses are global providers of outsourced drug 
development services to the pharmaceutical and 
biotech industry. It offers its clients a more cost-
effective route to market for their drugs or medical 
devices, given that the regulatory pathway is typically 
challenging, time consuming and expensive. CROs 
make their money by providing the services related 
to clinical trials. 

For the foreseeable future, we expect some 
disruption to ICON’s revenues as COVID-19 will 
disrupt their access to patients and sites involved in 
ongoing clinical trials. In addition, there may be some 
trials that are delayed. In the long term, however, we 
believe this business is well positioned to grow it’s 
revenue and cash flows in a stable manner.  

The business is well capitalised, having roughly 
$570mn in cash and $454mn in debt, of which 
$105mn relates to operating lease liabilities. The 
remaining $350mn in debt is in the form of a bond 



 

maturing in December 2020. We will keep a close eye 
on ICON, but for now, believe the company will not 
encounter any distress in making payment on this 
bond or rolling the debt. 

In Closing 

The first quarter of the new decade proved to be one 
for the record books, though for reasons none would 
have wished for. 

We hope this quarterly update provides you with 
enough information to explain our current thinking 
behind our holdings and the decisions taken within 
the portfolio. Should you have any questions, please 
do not hesitate to get in touch. 

We fully expect the next few weeks and months to be 
tough. Volatility will remain elevated, and it is likely 
several weeks before news starts improving, barring 
a medical breakthrough that alleviates both the 
health care challenge and allows for an earlier 
resumption of economic activity.  

In knowing adversity lies ahead, we will look to act 
prudently to manage the capital you have entrusted 
to us. To paraphrase the Roman stoic philosopher 
Seneca: these hardships are not desirable, but virtue 
is, for it allows one to endure the hardship. We shall 
endeavour to remain virtuous. 

We wish you, your family and friends’ safety and 
prosperity during these challenging times. 
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