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At Hosking Partners, we, perhaps rather grandly, call ourselves ‘behavioural’ investors and today I am 

going to try and outline what I think is something of a ‘cognitive bubble’ in so-called ‘quality 

compounders’ or ‘franchise’ stocks. I appreciate this might not sit well in a room of ‘quality’ type 

investors but, please, lend me your unbiased ears. 

A wise man once said a year that has passed in which you have not destroyed one of your favourite 

ideas, is a year wasted. Clearing out stale ideas from one’s head is good housekeeping; it declutters 

the mind and allows for clearer thinking. This is, of course, in opposition to basic human psychology. 

Once people form an idea or a ‘view’, they are extremely reluctant to give it up – despite contrary 

evidence. We are tied to our ideas. 

“A part of good science is to see what everyone else can see, but think what no one else has ever 

said.” Amos Tversky. 

 

Illustration by Gérard DuBois.  

There are dividends from such an approach. We experience a rush of dopamine - serious, genuine 

pleasure - when people agree with us. Having someone agree with, or reinforce, your opinion is the 

crack-cocaine of the middle age dinner party circuit! A legal high!  

A speech to the London Value Investor Conference by Django Davidson, May 2017 
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Society reinforces this behaviour: ‘sticking to your guns’ is a widely accepted social ‘good’. We tend 

to like so-and-so as she ‘knows her mind’. She has ‘always been consistent’ on such and such a point.  

For investors, particularly those in the ‘business’ of investing, having ‘views’ is kind of important. 

Clients, one would think, entrust their money to professional fund managers on the basis that their 

‘ideas’ or ‘views’ will generate some form of outperformance. Regardless of whether these ideas do 

indeed produce outperformance, and the data for the active management industry are, as we know, 

pretty darn shameful on this front, the ‘ideas’ can be very helpful from a marketing perspective. 

In the next 20 minutes or so I hope to reappraise an investment idea that has become widely accepted 

in our industry over the past 20-30 years. In fact it is so widely accepted that it is now a piece of near-

religious dogma.  

This idea is the concept, or mental model if you prefer, of the ‘quality compounder’. The stable, often 

branded, company which via the much-quoted ‘moat’ defies economic gravity to fend off competition. 

In the last 20-30 years as globalisation accelerated, these ‘compounders’ have gone on to deploy their 

moats in the elysian fields of Emerging Markets, extending their runways and further ‘compounding’ 

returns. 

Like many powerful investment ideas, the ‘quality compounder’ has proved remarkably successful. As 

a result, it is widely followed by active, long-term investors. At its heart is a mathematical truth, namely: 

re-investing or retaining earnings in a ‘wonderful’ compounding businesses is a fantastic route to long-

term capital accumulation. You have suffered financial consequences by taking capital out of these 

‘franchise’ businesses.  

As Terry Smith recently pointed out in the Financial Times, this compounding is the ‘unique advantage 

of [quality] equities’. In addition to the compounding of returns, the valuation of these companies, 

oftentimes trading at large multiples of book, means every $1 of retained earnings becomes valued by 

Mr Market at 4x or 5x book value – fantastic! 

However, like many powerful ideas, most especially those ideas advocated by people we like and 

respect, and I am thinking here, of course, about Warren Buffet and Charlie Munger, once we become 

‘endowed’ with them, they take on real psychological significance.  

The ‘endowment effect’, whereby people attach a strange extra value to whatever they own simply 

because they own it, is as relevant to ideas as it is to possessions. And furthermore, once people 

acquire ideas they become very hard to change. Humans are very good at spotting the weakness in 

someone else’s argument but invariably blind to weaknesses in their own, something psychologists call 
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‘myside bias’. All of these well documented effects mean that humans attach a huge premium to ideas 

they have acquired.  

So, in attempting to perhaps challenge some of your own well-held views, understanding where they 

come from is important. It is becoming accepted wisdom that our key beliefs come from an association 

with people. People we like or love or trust, admire and so on. If this were not the case, why would 

people choose one religion or another? A thought experiment: it would be a particularly precocious 

teenager who sat down and after a detailed, exhaustive survey of data on the world’s faiths decided, 

to take one religion totally at random, to become a Seventh Day Adventist. These beliefs we acquire 

must come from somewhere. As Daniel Kahneman points out:  

“Beliefs are rooted in an associated history: we tie our beliefs to people.”  Daniel Kahneman 

Faith, political opinion, Brexiteer, Remainer, Global Warming - what we believe - we are very sure of. 

How could anyone believe anything else?! They are stupid! It is very difficult to change people's mind 

on issues of faith or political opinion - people just get angry!  

So if the concept of the ‘quality compounder’ is indeed religious dogma for our industry then we need 

look no further than the temple of Berkshire for its origin. And I say that as a regular pilgrim to Omaha.  

As the great Lucy Kellaway recently observed in the Financial Times on Warren Buffett:  

The “Halo Effect” 

 

“I can think of no business leader who has    

been worshipped for quite so long, ever, 

anywhere.” Lucy Kellaway 

 

 

However, the huge outperformance of ‘quality compounders’, especially the past three decades and 

particularly post-GFC, suggests it is time to take an ‘Outsiders’ view of this model. Kahneman notes 

this ‘Outsiders’ approach is a very unnatural way to think precisely because it forces people to set 

aside pre-conceptions and cherished information they have unearthed about a company. Not regularly 

challenging ideas with which we have become endowed can lead to some pretty bad outcomes. Ask 

anyone who worked at Kodak selling celluloid film in the late 1990s. 
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So here we have some so-called ‘quality compounders’, selected broadly at random. What is 

interesting to note is that while the share prices and dividends of these ‘franchises’ have ‘compounded’ 

very nicely, their revenues have done precisely the opposite:  

Compounding shareholder returns…revenues not so much! 

 

Source: FactSet, Company accounts. 

The data here is of course short term – over the past five years – and I appreciate there are various 

company-specific explanations. The US dollar has of course been strong. But the point here is that the 

underlying ‘moat’ premise of topline growth, working its magic through the P&L, is kind of undermined 

by this data. These companies have declining revenues.  

At the same time, and in the face of declining revenues, these companies have taken on significant 

additional leverage. As this slide shows, the ‘compounding effect’ has been very evident on the liability 

side of the balance sheet: 

Debt compounding… 

 

Source: FactSet, Company accounts. 
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These features are all the more worrying given where we appear to be in the margin evolution of 

these companies. One additional commonality of these ‘compounders’ is that their margins have risen 

relentlessly for the past three decades:  

The margin treadmill - Staple stocks free cash flow margin 

 

Source: Empirical Research Partners Analysis. Period 1987 through February 2017. Developed Market:  Large-Cap Consumer Staple Stocks1 
Nominal Free Cash Flow Margin2 
1 Food and drug retailers are excluded.  Bottom 20% market capitalization are excluded. 
2 Capitalisation-weighted data. 

 

I put it to you that lost among all this great shareholder stuff of higher margins, dividends, buy-backs, 

outperforming share prices and so on is the actual customer. A customer who does not seem to be 

coming back as often, or at least buying as much, as they used to. The preposterously well remunerated 

management teams of these companies seem to have, somehow, become detached from their 

consumer base. I suppose, as with Coke, transferring billions of dollars from shareholders to C-Suite 

pockets might provoke a sense of distance! 

Where is the customer? 
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Jeff Bezos, doyen of the ‘new world order’ and evangelist for customer-focussed business practices, 

holds that in this ‘new world’ the balance of power is shifting. Power is moving toward consumers and 

away from companies. Through technology the individual is empowered. The way to respond to this 

if you are a company is, according to Bezos gospel, to put the vast majority of your energy, attention 

and dollars into building a great product or service and put a smaller amount into shouting about it, 

marketing it. This is the ‘Great Product Inc’ on the right hand side below: 

 

Source: Hosking Partners 

The old model – the quality compounder model – is on the other hand essentially shareholder centric. 

It is great for shareholders – or should I say it has been great for shareholders. But less so for 

customers.  

The guys at 3G have turbo-charged this ‘old school’ approach, using (highly leveraged) acquisitions and 

employing an utterly ruthless cost focus - zero based budgeting - to take already quite high return 

businesses into unchartered levels of profitability. But by their nature, margin jumps are a one off. 

Margin fanaticism only gets you so far toward a 100% margin…!  

For the ‘moat’ in these ‘wonderful’ businesses to have any depth, customers have to return again and 

again. They have to either love the product or have no alternative but buy the product. And it is 

unclear, but I submit worrying, that the types of businesses that are most influenced by this margin 

fanaticism are most likely to be losing customers. 
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Despite these dynamics, the valuations of these companies have been expanding. Particularly since 

2009: 

Stable stocks have re-priced post GFC - Continental Europe: Large-Cap Stable Stocks Relative 

Free Cash Flow Yields1 

 

Source: Corporate Reports, Empirical Research Partners Analysis. Period 1987 Through Late-April 2017. 
1 Equally-weighted data relative to the large-capitalization market excluding energy and financials. 
 

There are many explanations given for this. Outside of my potential ‘cognitive bubble among active 

managers in franchise stocks’ thesis, lower long-term discount rates and the relentless rise in passive 

‘low vol’ strategies will have certainly played a part. I appreciated this is not particularly insightful nor 

can I hazard a guess when such secular trends might turn less favourable.  

However, one additional valuation driver, the M&A premium afforded to stable stocks by the potential 

for a 3G acquisition, might just be at a turning point. 

The rationale for this speculation is simple: as the purchase multiple for stable consumer cash flows 

rises, at some point, it detaches from intrinsic value. This acquisition-led pull from intrinsic value is a 

feature of many classic bull markets. While we may not yet be at the summit, the £125bn Kraft/Heinz 

abortive bid for Unilever and talk of an AB InBev/Coke deal, suggest we are at the least on the final 

ascent. For the 3G shark to keep swimming or ‘compounding’ it requires ever larger stable cash flows 

to leverage for the next, bigger, deal. The sellers have noticed this and prices are rising.  
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The pull from intrinsic value 

 

Source: Hosking Partners 

The test will be whether 3G buys at these levels; are they price conscious ‘value-investors’ or are they 

one-trick, albeit a very good trick, margin fanatics who are essentially ‘forced-buyers’. This process 

has a logical end point. But I am not sure I would want to be an owner of a highly leveraged piece of 

intangible stub equity at this end point given underlying customer trends! 

‘Margin fanaticism’ and subsequent customer abuse is probably most advanced in the brewing industry. 

Interestingly, it is here that we see the contrast between the ‘old’ and ‘new’ models at their starkest 

and where the ‘3G-isataion’ is at its most advanced.  

Trouble Brewing? 

 

Source:  Left image: Medavia.co.uk, Mail Online.  Eat-Sleep-Breathe.co.uk. Right image – Brewdog / Pinterest. 
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The price and quality ‘umbrella’ generated by expensive industrial lager has surely been a key driver in 

the explosion of craft brewing. Industrial lager is not cheap. And, to me at least, it tastes pretty 

dreadful! At a recent company meeting, the CEO of Diageo noted that, for the first time, a bottle of 

BudLight is now more expensive than a Jack Daniels and Coke in the average US bar. This was deemed 

noteworthy by Mr Menezes as a ‘Jack and Coke’ has historically been a ‘premium bar call’ and priced 

above homogenous, bland lager.  

As a result, it is not surprising that the craft brewing industry has exploded from occupying a small 

niche to over 20% of US beer sales1. From a customer perspective, craft beers offer them something 

they actually want – great tasting beer. The growth of craft has been nothing short of remarkable:  

there are now more breweries in the US than at any time in US history, right back to the 1800s. And 

this in an industry that has supposedly been consolidating! 

The payback on capital invested in this disruptive drinks space can be short. I have some personal 

experience as an early investor in a now five-year old Rum brand that has recently turned profitable 

without spending a single dollar on traditional advertising.2  

It is called ‘The Duppy Share’ please buy a bottle or two and share it - the clue is in the title - with 

your millennial friends!  

The Duppy Share – millennial fun! 

 

Source:  The Duppy Share 

                                                           
1 https://www.brewersassociation.org 
 
2 www.theduppyshare.com Facebook/Instagram/Twitter @duppyshare  
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These customer dynamics, mirrored across the developed world, pose questions for the big brewers 

and branded consumer goods companies more generally:  

-Why are customers switching away from them?  

-Are their brands staying relevant in a multi-channel world?  

-How do brands work in a ‘I-buy-my-stuff-via-Amazon’s Alexa’ world?  

-Are they ‘gouging’ their customers with high prices and/or low quality?  

-What will the industry have to spend on marketing to replace/retain customers?  

 

These questions do not necessarily lend themselves to precision, but are troubling. All the more so 

for companies that have employed ever more financial leverage in the face of these trends. 

September 2015 saw AB InBev-SABMiller announce the third largest takeover in history. Newco, 

dubbed ‘Megabrew’, will hold nearly one third of global beer volumes and become one of the most 

profitable non-tech companies.  

Beer M&A multiples – more than doubled in last 15 years – EV/LTM EBITDA 

 

Source: Bernstein, Hosking Partners. 

According to AB InBev deal literature, excluding synergies but pre-disposals, the newco will have pro-

forma EBITDA of $24bn, making it the most profitable consumer goods company in the world. Profits 

some 20-30% higher than Nestle ($20bn) and P&G ($18bn) although, perhaps tellingly, it will ‘only’ be 

the 5th largest on a revenue basis – such is the profitability, underlining the size of its margins:  
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Operating margins have trebled at MegaBrew 

  

“The greater the power, the 

more dangerous the abuse.” 

Edmund Burke 

 

Source:  FactSet Hosking Partners. 

On 1 year forward EV/Sales, AB InBev’s valuation is at a 30% premium to that of Alphabet, owner of 

the Google search engine, YouTube, Gmail, and so on. Perhaps the heady valuation is a reflection of 

AB InBev’s future profitability prospects? But one wonders whether a beer company, however un-

humble, should have higher operating margins than a quasi-natural software monopolist like Alphabet?  

Welcome to Silicon Valley! - Enterprise value / Sales 

 

Source: Bloomberg, Hosking Partners. 

For believers in the ‘old school’ quality compounder model, that I mentioned earlier, it is quite possible 

that the market power and advertising muscle3 of Megabrew and the like will be such that we see yet 

                                                           
3 According David Scott of Cha-Am Advisers the top 7 brewing companies spend $20bn combined on sales and marketing. 
Carlsberg 5yr A&P spend is $16bn vs current market cap $18bn. For reference, Nike spends c$0.75bn 
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more margin and multiple expansion. Who knows, perhaps AB InBev, after swallowing up the Coca-

Cola Company, will become the sole global supplier of canned beverages?  

Lest anyone think that this speech is not deferent enough to Charlie Munger we must go to him for a 

view on this. I will not do my bad Munger impression by reading this slide out but the key point he 

makes here is that linear TV gave the branded consumer goods companies an incredible powerful 

advantage:  

The Wisdom of Charles T. Munger 

“When TV advertising first arrived….it was an unbelievably powerful thing….if you were Proctor & 

Gamble, you could afford to use this new method of advertising. You could afford the very expensive 

cost of network television because you were selling so damn many cans and bottles. Some little guy 

couldn’t. And there was no way of buying it in part. Therefore, he couldn’t use it. In effect, if you 

didn’t have a big volume, you couldn’t use network TV advertising which was the most effective 

technique. So when TV came in, the branded companies that were already big got a huge tail wind. 

Indeed, they prospered and prospered and prospered until some of them got fat and foolish, which 

happens with prosperity.”  Charlie Munger, University of Southern California Business School, 

1994. 

The difference between the old and new school models, or ‘now’ and ‘then’ as Munger puts it, is that 

impressionable young people, tomorrow’s consumers, are switching off the once “unbelievably 

powerful” linear TV. The ability of big brands to influence these crucial early brand ‘decisions’ is 

dramatically lower than previous generations. Under-25 year olds spend two thirds of their ‘television’ 

viewing time on smartphones, tablets and PCs. Linear TV is being propped up by an ageing demographic 

that is largely set in its consumption patterns. Younger consumers are self-selecting content – 

YouTube now reaches more 18-49 year olds in the US than any cable network and it is via this and 

social media that ‘Great Product Inc’ finds its new customers. 

Conclusion 

To some concluding thoughts. To aspirant value investors, of which I anticipate there are a number in 

the room today, adopting the ‘quality compounder’ provides a powerful ‘social proof’. It is a warm and 

cosy place! Better to fail conventionally than succeed unconventionally, etc. And it may well be that 

the quality compounder model remains valid for a number of branded companies that are experiencing 

some short-term ‘revenue turbulence’.  
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Stress testing the faith 

 

Source: Hosking Partners. 

 

I hope however to have sown enough seeds of doubt for some cogitation of the concept – a concept 

that grew up and took hold in a linear media world where the phrase ‘peak globalisation’ was some 

way off. If you are a paid-up Berkshire fanatic heed Munger’s advice: 

“You have to have a habit of re-examining your old ideas.  It’s like house cleaning.  The world changes.”  

Charles T. Munger 

As is customary at this event, I have been asked to give two ‘stock-picks’. If I were very clever I would 

be able to furnish you with ‘new school’ companies that are set to be the Coca-Cola Company of 

tomorrow. Sadly, I am not that bright and in any case those companies will likely be private and 

inaccessible by public market investors. So on the basis that much of life’s successes are about what 

one avoids, I will suggest you might swerve some of these so-called ‘quality compounders’ and instead 

move off the beaten track. 

Two stocks on roads more bumpy are the AIG TARP warrants and Michelmersh Brick Holdings, both 

of which are held in the Fund. The TARP warrants, issued to the US government at the time of the 

company’s bail out, are attractive securities for a long-term investor, adjusting as they do for both 

dividends and share repurchases. I shall not bore people with the maths here but if you think that at 

expiry in January 2021 the long suffering AIG might just make it to trade at 1x book value, the warrants 

could perhaps treble. Michelmersh Brick is the UK’s fourth largest brick manufacturer in a market that 

has seen a substantial reduction in productive capacity. Owned and operated by insiders, it has taken 

a long-term view of a market that looks quite interesting for the next decade or so.  
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Stock ideas 

 

Source: Hosking Partners. 

 

Django Davidson 

25 May 2017 
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Hosking Partners LLP is authorised and regulated by the Financial Conduct Authority and is also registered as an Investment 
Adviser with the Securities and Exchange Commission. The investment products and services of Hosking Partners LLP are 
only available to Professional Clients for the purpose of the Financial Conduct Authority’s rules and this document is intended 
for Professional Clients only. 
 
Opinions expressed are current as of the date appearing in this document only. This document is produced for information 
purposes only and does not constitute: 
 
1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract or 
commitment whatsoever or 
2. a personal recommendation to invest with Hosking or legal, regulatory, tax, accounting, investment or other advice. 
 
Opinions included in this material constitute the judgment of the author at the time specified and may be subject to change 
without notice. Hosking Partners LLP is not obliged to update or alter the information or opinions contained within this 
material. Hosking has taken all reasonable care to ensure that the information contained in this document is accurate at the 
time of publication; however it does not make any guarantee as to the accuracy of the information provided. While many of 
the thoughts expressed in this document are presented in a factual manner, the discussion reflects only the author’s beliefs 
and opinions about the financial markets in which it invests portfolio assets following its investment strategy, and these beliefs 
and opinions are subject to change at any time. 
 
Certain information contained in this material may constitute forward-looking statements, which can be identified by the use 
of forward-looking terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “target,” “project,” “projections,” 
“estimate,” “intend,” “continue,” or “believe,” or the negatives thereof or other variations thereon or comparable 
terminology. Such statements are not guarantees of future performance or activities. Due to various 
risks and uncertainties, actual events or results or the actual performance may differ materially from those reflected or 
contemplated in such forward-looking statements. 
 
Please note that different types of investments, if contained within this material, involve varying degrees of risk and there can 
be no assurance that any specific investment may either be suitable, appropriate or profitable for a client or prospective 
client’s investment portfolio. 
 
The information contained in this document is strictly confidential and is intended only for use of the person to whom 
Hosking Partners LLP has provided the material. No part of this report may be divulged to any other person, distributed, 
and/or reproduced without the prior written permission of Hosking Partners LLP. 
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