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Commentary 

Market Review & Outlook 

We remain constructive as it relates to equities. Despite the year-to-date strength, the S&P 500 is just 2% 
above the level reported one year ago and 4% above the level reached in January 2018 (20 months ago).  In 
hindsight, the market’s ~20% correction in Q4 2018 served to moderate market sentiment while it soused 
out any traces of broad-market euphoria1.  There remain pockets of excess around the world; however, 
investor expectations remain low and this cycle’s omnipresent “wall of worry” continues to loom over 
much of the market.  

As we wrote in our yearend 2018 commentary, we used a period comparison to place the prevailing 
environment in context. Overall, we saw fewer headwinds to US growth relative to the pre-2008 
recessionary period resulting in our constructive view heading into 2019.  A cornerstone of our thesis then 
was the US consumers remain the key drivers of global growth. Representing a surprising 16% of global 
GDP, the US consumer continues to benefit from a robust job market, healthy balance sheets, and low 
interest rates while inflation remains benign.  With the Fed signaling lower short-term rates and the US 
government’s fiscal spending plans, we expect cyclical sectors to recover while lower rates should relieve 
pressure from the dollar.  Finally, valuations appear within the range of fair value while, relative to other 
asset classes like bonds and real estate, stocks look cheap.  The S&P 500 forward earnings yield of 6.0% 
appears attractive in a market that saw its 10Y treasury yield reach a low of 1.46% in September.       

On the downside, we consider the greatest threat to equities to be a deleveraging event in the global credit 
markets. Whether the cause is the sudden insolvency of a major European financial or something else is of 
minor significance but how it is managed is critical to ensuring financial markets remain open.  Recent noise 
in the enormous repo market may have been a warning signal.  However, the consensus view appears to 
dismiss the event as an anomaly, blaming a confluence of one-off technical factors as the culprits.   As it 
relates to the headlines, although the situation bears watching, we consider the inversion of the yield curve 
and the on-going US/China Trade War as unlikely to de-rail our economic momentum or weigh much on 
already moderated investor expectations.  Finally, we spend a lot of time wondering about the implications 
of structural negative rates in places like Europe and we have included our thoughts at the end of this piece 
as an Appendix.      

                                                           
1 We often hear junk bonds or tech stocks cited as evidence investor euphoria is alive and well.  Our view is 
that speculation is always rampant in some segment of the market, but it is when it infects the collective 
psyche of the entire economy or financial markets that it poses the greatest risk.    

 



Portfolio Results & Activity 

Overall, we were pleased with the portfolio’s performance during the quarter as weakness in our financial 
and energy holdings was offset by the momentum in our cable, consumer, and technology holdings. We 
initiated a new position in Spotify (SPOT) during the quarter while we increased other allocations on 
weakness, including Advance Auto Parts (AAP).  As upward price movements offered more balanced risk 
and return profiles in several of our holdings, we reduced our allocations in related holdings including 
Cimpress (CMPR).  Lastly, we eliminated Canfor Timber (CFPZF) from the portfolio. 

Spotify (SPOT) is the world’s leading music streaming service with 110 million paid subscriptions currently 
generating $6.2B revenue and growing >25%. SPOT offers licensed content (e.g. music) to its user base in 
exchange for a monthly fee the company shares with content owners in the form of royalty payments.  As 
the music industry’s leading streaming service, SPOT’s business benefits from its hyperscale while its 
subscription-based revenue model and negative working capital position further adds to its business 
quality. SPOT’s digital network is referred to as a demand aggregation platform (e.g. Google).  These types 
of assets tend to exhibit positive feedback loops as they approach efficient scale.  This increases the 
effectiveness of powerful forces, like network effects, in warding off competition.  

SPOT’s platform and its 100+ million captive user base can also be leveraged to market new adjacent 
services like podcasts or event promotion as customer acquisition costs (CACs) would be zero.  This places 
the company at an advantage relative to others required to pay for access to customers increasing their 
costs. Lastly, with a combined 30% stake in the company, we believe the founder-led leadership is well 
incentivized to maximize SPOT’s value while we view the 10% stake held by another portfolio holding 
(Tencent (TCEHY)) as a major positive. This relationship offers the company formidable financial resources 
and strategic optionality as SPOT carves out its place in the global entertainment supply chain.   

To put SPOT’s revenue model in perspective, it is helpful to think of royalty payments as inventory costs 
except that no payment is due until the product is sold (i.e. streamed) while its customer prepays for its 
monthly demand at the beginning of each period. This favorable relationship drives the company’s negative 
working capital position. During periods of growth, companies with negative cash cycles, like SPOT, release 
free cash flow rather than consume it.  This unusual condition offers two important advantages including 
providing an additional internal source to fund growth investments like CACs while also lowering the 
company’s cost of capital, as pre-payments represent a zero-cost source of funds or what investors call 
“float”.  Finally, we believe SPOT’s income statement is obscuring the underlying strength of its business 
rendering headline valuation multiples misleading. We think SPOT’s normalized earnings power is well 
above reported earnings.  Adjusting for estimated growth-related spending leaves us paying a moderate 
earnings premium to the S&P 500.  We think this is attractive for a company of this quality and operating 
within an industry with these growth prospects.  We expect SPOT to more than double normalized earnings 
power over the next 5 years as its subscriber base surpasses 200 million, generating enough “float” from 
incremental customers and existing cash on the balance sheet to fund the entire expansion.     

Advance Auto Parts (AAP) is a holding we have held continuously for many years though it has fluctuated 
over that period from one of our largest to smallest positions.  As the stock’s reversal accelerated in Q3, we 
increased the allocation viewing the weakness as excessive.  We paid a market multiple for this defensive 
franchise with nearly 5,000 store locations operating within a consolidated and mature industry.  We 
expect recent restructuring efforts to generate meaningful margin accretion and begin to narrow AAP’s  



margin gap relative to peers, O’Reilly (ORLY) and Autozone (AZO).  We think this should drive higher 
relative earnings growth over the next 5 years versus ORLY & AZO. 

We understand and support the company’s rebuilding strategy introduced by its new leadership in 2016. 
Now entering its fourth year, the restructuring plan spans across operations and sales functions and focuses 
on areas like incentives and technology to drive stakeholder engagement and productivity.  We believe 
there is a lot of low hanging fruit as margins remain >1,000 bps lower than peers, O’Reilly (ORLY) and 
Autozone (AZO), though we see some structural impediments that limits AAP’s ability to fully close the gap.  
However, even crediting a 25% improvement in margins, results in a dramatically undervalued company.   

Cimpress (CMPR) has been a volatile but successful investment over our multi-year holding period. The 
stock price and valuation multiples peaked in early 2018 and we used the opportunity to cut our position in 
half leaving us with a below average position size.  Unfortunately, the share price went on to collapse 
nearly 50% from its highs.  The final down move came in January and was the result of management 
slashing current year guidance from double digit sales growth to flat to negative sales growth. Critically, the 
CEO told investors to expect this trajectory for some time. Driving the revised outlook was the 
mismanagement of the Vistaprint business segment. CMPR had ramped advertising spend on mobile 
devices without adapting the customer experience to this new digital platform. This quickly began to weigh 
on conversion rates and advertising productivity.  CMPR also had limited ability to track the effectiveness of 
ad spending on mobile so it took some time before the company realized the average mobile customer was 
lower quality and margin dilutive versus other customer segments.  Stated differently, customer “life-time 
value (LTV)” was deteriorating at a time the costs to acquire them was rising, creating a recipe for disaster2.   

Since CMPR doesn’t do investor conference calls, this quickly became a short seller’s dream and the stock 
collapsed in a matter of days.  Between the coherent turnaround plan offered by management and 
evidence of employees being held accountable, including the resignation of the long-time Vistaprint 
segment CEO, we concluded this may be a decent buying opportunity.  Importantly, as advertising 
represented ~25% of company sales, any cuts to reduce wasteful spending would generate substantial lifts 
to margins and free cash flow.  Finally, we found the CEO’s honesty refreshing as he shared details of his 
turnaround plan at an impromptu company investor day in March.  Soon after the event, we increased our 
position and just ahead of the stock’s strong rebound.  The catalyst was the company’s most recent 
earnings report as despite, the heavy cuts in advertising spending, the company saw sales growth stabilize 
and a substantial spike in margins while free cash flow grew >100%.   Given CMPR’s execution risk as it 
implements its strategy to return to sales growth, we view the current valuation as more balanced so we 
used the strong price spike as an opportunity to reduce our position to an average sized allocation.    

We eliminated Canfor Timber (CFPZF) following a buyout offer received from the company’s controlling 
shareholder who owned a 51% stake in the company.  Canfor is one of North America’s largest lumber 
producers and has struggled in a world of US tariffs that was magnified by a poorly timed debt-financed 

                                                           
2 In another recent holding, Qurate Retail (QRTEA), we had a similar experience as the company pivoted to digital 
platforms to drive customer growth.  In QRTEA’s case, knowing costs to acquire customers was becoming increasingly 
more expensive, we viewed the loss of “organic” customer acquisition from its television programing as a major red 
flag.  Despite near trough valuation multiples, this development prompted us to exit the position at a loss. However, it 
spared us from even bigger losses as it became clear the company’s earnings power had become permanently 
impaired.    



acquisition coinciding with the 2018 peak in North American timber prices.  The ensuing collapse in timber 
prices forced the company to begin curtailing production levels across its North American footprint. This 
bleak operating environment combined with the higher debt burden and related servicing costs wreaked 
havoc on the stock price which fell more than 50% in a few months.  However, as timber markets began to 
stabilize in 2019 and liquidity requirements turned out to be more manageable than feared, we found the 
entire company remained valued at less than 0.75x net tangible assets.  This appeared too cheap for a 
business averaging a low double-digit pre-tax return on net tangible assets over the past 25 years.  We 
added to our position during Q2 2019 near the record low valuation levels and exited following the price 
spike when the buyout was announced. As a minority shareholder, we tend to be skeptical of any related 
party merger activity as fair value is rarely received.  However, given the operating environment and the 
substantial debt burden, we view the offer, which valued our stake at 1.0x net tangible assets as enough of 
a premium for this cyclical commodity business for us to be satisfied and move on.   

Conclusion 

We have some concerns as we look around the world and see some highly unusual things like negative 
rates on 30-year bonds or the so-called twin deficits of the US (fiscal and trade balances) coinciding with 
near record low domestic interest rates (see Appendix). For certain, these are anomalies but, until we see a 
reason why central bank action and recent financial regulations may prove ineffective in staving off a credit 
crisis, we are left cautiously optimistic while we maintain a healthy level of cash reserves in this market as it 
provides flexibility during periods of volatility.   

Adrian Morffi 
Matt Falkowski 
10/02/19 
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Appendix – Trade Balances, Capital Account, and US Dollar discussion 

Despite the US’s record fiscal and near record trade deficits, the US dollar index (DXY) is approaching 15-year 
highs leaving us to ponder what imbalances or distortions it may be creating or reinforcing around the world. 
We are increasingly concerned the dollar’s overvaluation may be doing more harm than good.  We see a 
deep connection between the dollar and negative rates in Europe and Japan as both are tied to higher global 
savings levels.  

In his famous 2005 speech, Fed Chairman Ben Bernanke3 coined the term “savings glut” and used it to 
describe the excess level of savings globally.  Challenging the conventional view that trade flows could be 
wholly explained by domestic economic factors, like fiscal deficits, Mr. Bernanke argued the global savings 
glut was the primary cause of the US’s rising trade deficits and falling long-term interest rates. Mr. Bernanke’s 
view is centered on the premise that savings must equal investments globally. 

Bernanke noted several major variables causing the savings glut, including aging populations in developed 
economies, such as Europe and Japan, and a policy shift in emerging markets following a series of financial 
crisis during the 1990’s. These new policies were designed to reduce the reliance on foreign capital with 
several developing economies, including China, becoming major net lenders to the rest of the world by the 
early 2000’s. Regardless of its source, the resulting “savings glut” would need to be absorbed by the rest of 
the world; however, most of the glut flowed into the US.  Unsurprisingly, this resulted in massive distortion 
across areas including interest rates, asset prices, and investment activity (e.g housing construction) that 
many believe we still face today. Bernanke used the term “the tail wagging the dog” to describe the dynamic.  
 
20 Year Chart – Cumulative Capital Flows (Japan, Germany, China and USA) 

 
                                                                                                                                                                                                                   Source: Factset 

                                                           
3 Link - Ben Bernanke: The Global Saving Glut and the U.S. Current Account Deficit 
https://www.federalreserve.gov/boarddocs/speeches/2005/200503102/ 

https://www.federalreserve.gov/boarddocs/speeches/2005/200503102/
https://www.federalreserve.gov/boarddocs/speeches/2005/200503102/
https://www.federalreserve.gov/boarddocs/speeches/2005/200503102/
https://www.federalreserve.gov/boarddocs/speeches/2005/200503102/


Not much has changed since the 2005 speech, as today Japan and parts of Europe have some of the oldest 
populations in the world with half the population in Japan and Germany nearly 50 years old.  As these 
populations age, the global implications are substantial as their savings rates are expected to only increase 
further. Also, today China continues to accumulate a trade surplus balance while its economy is now one of 
the largest in the world, increasing more than five-fold since the time of Bernanke’s speech in 2005.  
 
With the US’s current account deficit of nearly $500B per year, it isn’t difficult to imagine the pressure being 
placed on the US’s mature economy to absorb and allocate these foreign savings efficiently.  Interestingly, it 
would not surprise us to learn these elements have contributed to the US’s sluggish productivity gains over 
the past 20 years.  With innovators being forced to deal with more uneconomic (e.g. subsidized) competition 
and the associated deflationary forces, it can be reasoned a company’s incentive or ability to invest in 
productivity enhancing projects has been compromised.  Unless there is a shift in fiscal and monetary policy 
to offset or reverse the impact these powerful forces are having on global saving rates and capital flows, we 
think interest rates may remain stubbornly low for some time while its distortive implications will have far-
reaching implications that may only become clear ex-post. 
 
Adrian Morffi 
Matt Falkowski 
10/02/19 
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