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CASH ON CALL

7,873%

*AER ANNUAL EFFECTIVE RATE AFTER ALL FEES

AVERAGE MONEY MARKET RATE

7.556%

DIFFERENCE

0.317%

On a cash balance of R4,000,000, this difference
represents additional interest of R12,673 per annum.
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Greetings from the
Financial Planning Team
Independent Wealth Managers

In what has been another volatile and fairly difficult
year across global markets, we find ourselves uncertain
of what 2019 might bring. It was this time last year
that we took stock of a 2017 filled with political
insecurity including the inauguration of Trump and an
ongoing Brexit debate. The 2018 topics may be slightly
altered, but the source of uncertainty was no different,
from Trade Wars in the US to the looming deadline for
Brexit effecting both the UK and Europe.
Emerging markets have found themselves strongly out of favour,
which hasn’t helped South Africa’s cause. A year ago we were
somewhat optimistic after the election of Cyril Ramaphosa and it
seemed as though a new dawn had come. Although we knew
there was an uphill battle ahead, with hindsight it seems obvious
he entered the position with a really tough job ahead of him. Our
economy has struggled to gain momentum in a world with rising
interest rates and inflation threats, resulting in impacts on our
local economy that have had little to do with our own progress. In
November, the Reserve Bank elected to raise the repo rate at a
time in which consumers were feeling the crunch of all time high
petrol prices and general sluggish growth. It seems the pressure
from inflation as well as the need to attract foreign investment
outweighed the local economic growth mandate.
Markets globally haven’t been kind to investors either, leading to
many investors questioning whether to switch to cash. It certainly
has been a few good years for cash, particularly when compared
to equities and bonds this last year. As at the end of December
2018, local cash had delivered a one year return of 7.3% versus
-8.5% for the FTSE/JSE All Share Index (ALSI). However, when you
compare the same figures over a longer period, the result is quite
different. Over the last ten years, cash delivered an annualised
return of 6.7% versus 12.6% for the FTSE/ALSI.

It is understandable in times of market downturns that investors
would consider taking refuge in cash to ride out the market.
However, there are very few occasions where, even the most
seasoned investors, successfully manage to “time the market”.
More often than not, investors in cash are likely to miss the turn of
the market and the substantial upside that can come quickly
after prolonged periods of poor returns. The result is often that
investors land up selling out at low points and buying at high
points, effectively locking in their losses and destroying value.
Our stance is unchanged, during times of uncertainty or
heightened anxiety, it is always worthwhile taking a step back and
taking stock of your long term objectives. In the event that your
plan hasn’t changed, it’s unlikely your strategy should. Fortunately
in investing, the lower the historic market returns, the greater the
potential for improved returns in future.
We would like to thank you for your continued support and the
ongoing trust you place in our ability to assist you with your
planning and investments to achieve your future goals and
objectives. We wish you all the best for 2019 and hope the ‘bulls’
replace the ‘bears’ from last year.

Markets globally haven’t
been kind to investors either,
leading to many investors
questioning whether to
switch to cash.
www.iwm.co.za
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Financial Indicator Review

31 December 2018

SPOT

% MOVE 12 MONTHS

Gold $/oz

1 281

-1,70%

*ZAR/USD

14,39

16,20%

*ZAR/GBP

18,33

9,60%

*ZAR/EUR

16,44

10,62%

All Share (J203)

52 737

-11,37%

Resources (J210)

41 046

13,10%

Financials (J580)

41 300

-12,96%

SA Industrials (J257)

70 351

-19,21%

Capped Property (J254)

379

-32,28%

S&P 500

2 507

-6,24%

FTSE 100

6 728

-12,48%

Nikkei 225

20 015

-12,08%

Euro Stoxx 50

3 001

-14,34%

Nasdaq Composite

6 635

-3,88%

Hang Seng

25 846

-13,61%

Shanghai Composite

2 494

-24,59%

France CAC40

4 731

-10,95%

Germany DAX 30

10 559

-18,26%

PLEASE NOTE:
A negative movement in the currency indicators represents a strengthening of the Rand against the comparative currency.

Source: Fundhouse

www.iwm.co.za
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‘Tis the season

Don’t miss out on the opportunity to make use
of the allowable contributions to Retirement
Funds and Tax Free Savings Accounts

With the end of the 2019 tax year fast
approaching, it is important to ensure
you are making full use of the allowable
contributions to both Retirement Funds
and Tax Free Savings accounts prior to
the end of February 2019.
A reminder of what is allowed and the benefits:
1. Retirement Fund contributions
Every tax year you are able to make a pre-tax contribution of up to
27.5% of the higher of taxable income or remuneration, including
taxable capital gains, but subject to a cap of R 350,000 per year.
A simple example illustrates the upfront tax benefit:
Taxable Income

R 800,000

Maximum Retirement Fund Contribution (27.5%)

R 220,000

Estimated Tax Saving (assumed marginal tax rate of 41%)

R 90,200

Technically speaking, the R 220,000 contribution can be viewed as follows:
Individuals portion

R 129,800

SARS portion (paid back as a refund or via reduced monthly tax liability)

R 90,200

Effective boost towards your retirement savings (90,200/129,800)

69.5%

The advantage is clear and we believe every individual should
make use of the opportunity to reduce your tax liability and boost
your retirement savings.
In addition to the upfront tax benefits, within the structure, the
capital is able to grow free from Income Tax, Capital Gains Tax,
Dividends Withholding Tax and Estate Duty.
It is important to remember that there will be a tax implication at
some point, either as a retirement lump sum benefit or as income
tax on the annuity income post retirement. The intention is that
any future tax liabilities on the proceeds will likely be at a lower
marginal tax rate than the upfront deduction, creating a tax
arbitrage over time. You are also able to take the first R 500,000
out as a tax free cash commutation on retirement, resulting in the
full benefit applying to this portion.
Common misconceptions:
a) May I contribute when I have already retired?
Contributions are also deductible against passive income such as
pension, annuity and rental income. As a result, even pensioners
are able to make use of the tax deductible contributions
assuming there is still a benefit to doing so.
b) I don’t have any cash available to make a contribution this
year
Assuming there is a tax advantage and you have discretionary
investments available, it may make sense to repurchase one of
your unit trusts to finance the contribution.

www.iwm.co.za
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‘Tis the season

Don’t miss out on the opportunity to make use
of the allowable contributions to Retirement
Funds and Tax Free Savings Accounts

c) I don’t want to tie up my funds and have no access until
retirement
You are able to retire from your personal retirement annuities
anytime from age 55, regardless of whether you have retired from
employment or not. This retirement will be subject to the
retirement options available based on the prevailing legislation.
Prior to this, in the event that you formally emigrate, you are able
to withdraw from your retirement funds, subject to the
withdrawal tax tables.
2. Tax Free Savings Accounts
Every individual is allowed an annual contribution of R 33,000 to
a tax free savings account of their choice. This contribution is
capped at R 500,000 over your lifetime, resulting in just over 15
years of full contributions.
There is no upfront tax deduction, however the capital is able to
grow free from Income Tax, Capital Gains Tax and Dividends
Withholding Tax within the structure.
It is important to remember that total contributions are not
reduced by withdrawals, meaning any amount redeemed may
not be replaced. We would therefore not recommend tying up
any savings that may be needed in the short to medium term due
to the adverse withdrawal implications. There is however no tax or
penalties on any withdrawals.
It is also important to note that any amount contributed above
the R 33,000 per annum will be penalised and taxed at a rate of

40%. This penalty aggregates any tax free savings accounts in your
name across any number of providers. It therefore doesn’t make
sense to over-contribute.
There are a variety of options for underlying investments within
the tax free savings structure, ranging from lower risk, income
type assets to high risk, capital growth options. We believe that
the tax free savings account should be left untouched for as long
as possible and therefore, given the long term investment horizon,
we generally recommend high risk, high growth portfolios in
order to benefit from the lack of Capital Gains Tax on the portfolio.

Contact Us

Should you require any assistance with
calculations or contributions to either
of the options above, please do not
hesitate to contact us. You have until
the end of February 2019 to make use of
the contributions for the current tax year,
however the product providers impose an
earlier deadline, allowing sufficient time
for investment prior to this date.
The Independent Wealth Managers Team

www.iwm.co.za
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Trusts Liability of Trustees

Trusts have recently come under the
spotlight from a SARS perspective. With
the recent amendments, it is important
for a trustee to fully understand their
role and responsibilities. Although a
trustee may not act in the capacity of
trustee until he/she has received a letter
of appointment from the Master, he/she
is still liable for any unlawful act
committed in the handling of trust
affairs prior to the issue of the letters.
Once a trustee has accepted the position and is authorised to act,
the trustee must act at all times in the best interests of the trust’s
beneficiaries and fulfil all duties in terms of the trust deed and the
law. A trustee may not be negligent when performing their duties.
A trust itself cannot be sued as it is not recognised as a legal
person in South Africa (unless a statute defines it as such). It is the
trustees in their official capacity who can be sued.

An indemnity clause in the trust deed which exempts trustees
from liability for breach of trust is void and does not exempt a
trustee from actions involving ordinary or gross negligence or
intentional wrongdoing. Criminal liability may be imposed on a
trustee who commits a crime e.g. theft or fraud in the course of
the trust administration.
Trustees are jointly and severally liable for damages (delict).
Beneficiaries or third parties (e.g. creditors) who have suffered a
loss as a result of breach of trust are entitled to bring a damages
claim against the trustees. Trustees can be sued by beneficiaries
for damages if they act negligently (even if they act in good faith)
and/or if they intentionally act wrongfully. A co-trustee who was
not involved with a breach of trust may nevertheless be liable for
any wrongful action of another trustee if the “innocent” trustee’s
ignorance and/or inactivity is causally connected to the damage
incurred. For example: where the “innocent trustee” is aware of a
breach of trust by co-trustees but does not report it, or where the
“innocent trustee” improperly allows trust funds to remain in the
sole control of co-trustees.
Being a trustee is no light matter. If you are a trustee and would
like to find out more about your roles and responsibilities please
feel free to contact us for professional advice in this regard.

www.iwm.co.za
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Residential Property
as an investment

Many investors have a strong affinity
for residential property investment.
Quite often it forms the bulk of their
investment portfolio. Property is
tangible, unlike shares, and it is
relatively easy to understand. Unlike
shares.
It ishave
also
within
reach
of most
Many investors
a strong
affinity
for residential
property
investment.
Quite
often
it
forms
the
bulk
of
their
investment
individuals where the bank will allow
portfolio. Property is tangible, unlike shares, and it is relatively easy
you
to loan against it. Again, unlike
to understand. Unlike shares. It is also within reach of most
shares.
individuals where the bank will allow you to loan against it. Again,
unlike shares.

So, when we review investor portfolios, and we see a significant
bias towards property, we should question its value as an
investment. To our minds it needs to compete for its space. Often
it is the default option, with other investments – local and offshore
shares for example, fighting over the scraps.
Below we investigate the investment merit of residential property
investment. Not too long ago one could have been lynched for
simply raising the question. However, a few years of weaker
growth, rising costs and political uncertainty provides us the
opportunity to test this beloved asset class without the prejudice
of past performance making the discussion moot.
Some Context
Recent memory points towards a past where property returns
surpassed even the most bullish of equity portfolios. Since 1998,
which is when property started making the news, domestic
residential property, as measured by the ABSA House Price Index
for Large properties, outperformed inflation by over 5% per year
which is a significant number. Not as significant, however, when
you consider the extent by which the return was magnified
because most investors took on debt to finance the purchase. This
meant they could earn a return on the full value of the property by
putting down just a small percentage of its value, which could
double their annualized return. This form of financial leverage was
a significant creator of wealth in South Africa over the past 20
years, illustrated by the chart on the right hand side of the page.

Chart 1: 1-year annualized price appreciation from property, after inflation

However, when you take the full property experience of the past
50 years, the return after inflation is a mere 1.5% net per year. And
importantly this is before you pay for: maintenance costs, rates
and levies, utilities and the big ones: transfer costs and the estate
agent fees. The average residential property holding period is
generally expected to be between 7 and 9 years1, with each
transfer consuming a significant part of the return, implying that
for a long-term investor in property, costs are high. At this point
we are skeptical of the sustainable level of return which property
can achieve, and sense that the inherent investment risk may also
be higher than expected.
What has been driving our property market?
There are a few key items which are critical in establishing a sound
investment case for property:
• The level of real interest rates (i.e. prevailing rates less
inflation). When these rates are high, it is generally very negative
for property investments as the cost of borrowing is high in
relation to the general strength of the underlying economy. In the
past (pre-2000’s) our Reserve Bank used the interest rate

www.iwm.co.za
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Residential Property
as an investment

mechanism, via the repo rate, to help protect the currency. To do
this they would raise interest rates aggressively to attract foreign
investment, thereby strengthening the rand. The last significant
(and futile) attempt at this was post the 1998 emerging market
crisis where the rand weakened by 50% relative to the US$. In
response, the Reserve Bank raised interest rates by 8% points,
where Prime interest was 26% p.a! This was relatively ineffective
and served only to plunge our economy into recession. However,
this set the scene for the property boom to come, in that a)
property was cheap, as the real interest rates were at historical
highs, and b) the Reserve Bank decided to ditch the use of
interest rates in protecting the currency and set about targeting a
narrow band for inflation instead. This set in motion a decade long
bull market in property, as interest rates declined, inflation
declined, and the economy was strong.
• Supply and demand. Unlike shares, property tends to have
stronger supply and demand drivers. After all, there is limited
quantity. The property bull market of the 1980’s was in part due to
the release of additional erven by the government, feeding
demand from the baby boomers2. On a micro scale we can see
this effect in areas such as Cape Town (foreign ownership, and
semi-gration from Gauteng and KZN), as well as cities such as
Sydney, Hong Kong, New York and London where the attraction is
strong and space is limited. In South Africa, the stability provided
by an inflation targeting policy, as opposed to a volatile currency
protection approach, drew many buyers into property creating
significant new demand.
• The strength of the economy. In general, if wealth levels are
increasing, the base of potential buyers is increasing, and this
creates support for the property market from an affordability
perspective. During the boom from 1999 until 2008, SA’s GDP
averaged over 4% real growth per year. Contrast this to today

where we have been in structural decline for 10 years. Currently
we have weak conditions for property returns.
Offshore comparatives:
Looking offshore, we can get a sense of what property can do
when it doesn’t need to deal with currency protection and
emerging market crises. Thirty-year average returns after inflation
for the UK and Australia have averaged around 3%, which is a fair
return but hardly exciting. In the US, this has been closer to 1% on
average with the GFC unwinding all of the excess gains made
prior to that time.

Chart 2: Price appreciation after inflation for residential property in UK, US and Australia.

During the boom from 1999 until 2008, SA’s
GDP averaged over 4% real growth per year.
Contrast this to today where we have been in
structural decline for 10 years. Currently we
have weak conditions for property returns.

www.iwm.co.za
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Residential Property
as an investment

Buy to let?
Second or third properties bought with the intention of letting
them out have been significant drivers of return due to relatively
few buyers (those with access to finance) buying up properties in
the boom times and renting out at decent yields. The chart below
shows however that average rental returns may not be what they
are initially expected to be, and again this is before costs,
maintenance and taxes.

The Business Cycle
The boom of the 2000’s was driven by sound economic policy,
declining interest rates and a general global recovery post the
dot-com bomb and the 9/11 terror attacks. Along with this
optimism and higher levels of wealth and economic activity,
came an escalation in debt levels as consumers acted on their
higher confidence levels and used debt to buy property, amongst
other items. By 2008, the SA consumer had amassed over 80%
household debt relative to their disposable income (from an
average of 50% historically) – the highest level reached, ever. Since
this point, and in part due to the reluctance of banks to lend post
the GFC, as well as the implementation of the National Credit Act,
consumers have been reducing debt levels albeit to relatively high
levels (currently 71% of disposable income).

Chart 3: Annual rental increases across South Africa

Over the past 10 years (unfortunately data was not available for a
longer analysis), rental escalations have been relatively poor across
SA, except for the Western Cape. Escalations have generally been
lower than inflation, in line with the weak economy. On average
we would expect escalations in line with inflation for the average
property. Without a significantly high starting yield3 (10% plus), it’s
quite difficult to get excited by ‘buy to let’ as an investment.

Chart 4: 2000’s property boom driven by strong economic growth, low debt levels

www.iwm.co.za
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Residential Property
as an investment

As we stand, the ability for consumers to ‘leverage up’ and support
property prices is very limited. Without the tailwinds provided by
a strong economy, the prospects will be below average. This does
put those investors with significant capital at an advantage
though: when the banking system is less inclined to lend (which
is the case), and consumer protection and regulation create
additional debt hurdles (also the case), the capital provider is in
demand.
Risk and Return: what to expect
In 2000 or 2001, a residential property could be rented at out an
annual gross yield of 15-20%. The subsequent step-change in
property valuations (as a result of doing away with currency
protection as a mandate for the Reserve Bank), as well as the
strong economy and debt-fueled growth, drove property values
higher. What this means is that the house which could be rented
for a 15% yield in 2001, is now a 5% yield in 2018. Looking back at
the return drivers:
• Real interest rates: currently high, as CPI remains low due to
weak growth, and interest rates remain high due to supply and
demand dynamics with the banks. This is negative for property
but should create opportunities as prices reduce.
• Supply and demand: as a general rule, demand levels nationally
are weak, reflected in lower rental escalations, new building
activity and declining prices. In certain niche areas (Atlantic
Seaboard for example), the underpin for demand has always been
strong as foreign investors have been able to buy when locals
can’t, however even this segment has weakened.
• Business Cycle: having entered technical recession in 2018, it’s
hard to say the economy is going to be supportive of property
investing. Hopefully though, we are nearer to the recovery than to
the decline.
In most liquid investments, prices would reflect this gloomy
outlook, creating an investment opportunity. Less so with
property, where the fixed nature of it makes transferability and
price discovery more elusive. Prices are therefore ‘sticky’, and
prospective sellers will hold back hoping for the recovery (in Cape
Town this is simply seen as ‘summer’). The behavioural bias of
anchoring4 is hard at work here.
Stepping outside of our current situation, we can assess long term
residential property returns along these lines:
In a normal world where the economy is working, and the

consumer is not overly stretched, support for property will persist.
Unlike shares which have variable products and services which
need to adapt and evolve over time, the use for property does not
change.
With a starting income yield of around 6%, escalations of inflation
minus a bit, a significant level of costs to be incurred, it is not
difficult to see that the investment case for residential property is
quite speculative, and at best, a lower return option than equities.
Where it does make sense is where:
a) Significant financing of the property allows the return profile to
ratchet up to a more attractive level. Contrast this with a fully paid
off property (for example someone in retirement) – a substantial
amount of capital tied up, earning a low return, with no income
distribution and high costs.
b) It is a ‘unique’ opportunity, and there is the ability to add value
to a property, materially changing its valuation profile. But beware
of the property bull market, where everyone can play and the
market quickly becomes saturated.
c) Opportunistic market timing: where a suburb rerates, or where
there is a supply and demand based rebalance.
d) Strong economic recovery: simply where you are able to access
a property relatively cheaply, ahead of a strong economic
recovery. The time to be looking then is when the market is low,
sentiment is negative, and the early signs of recovery are in place.
Reading through these strategies, property starts to look quite
high risk. Taken in context, it is an undiversified, illiquid,
immovable asset, subject to the laws of the land, and quite often
geared up with debt. For this reason, we believe it should be
placed in the “high risk” part of an investment portfolio. In most
cases, a diversified portfolio of shares will be a preferable
investment over the long term, with higher returns, lower costs,
tax efficiency and liquidity. For unleveraged properties, it is likely
there are better alternatives offering both higher yields and
capital returns when costs and tax are considered.
[1] Lightstone [2] Rode, 2003 [3] Rental yield is the annual rent
received divided by the purchase price or market value of the
property multiplied by 100. [4] Anchoring – waiting for a price at
least as high as what you paid, despite what your property may be
worth.
www.iwm.co.za
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A-B-C,
EASY AS 1,2,3?

This year marks a decade since we first invested in Google for our Long Term Global Growth
clients. Its market capitalisation was around $200 billion at the time. Today, it has a new name
and is of course worth much more. Tom Slater wrote a report earlier this year that examined
how we think that Alphabet, the parent company of Google, will continue to grow despite its
current size. We have included an abridged version of Tom’s report below – with figures
correct as at the time of writing – that we hope is of interest.

Precedent suggests that making significant returns from a
market capitalisation of $750 billion is improbable. Research on
complex adaptive systems by Geoffrey West and his colleagues at
the Santa Fe Institute suggests that as an organisation increases
in size its output grows more slowly than it does. We know this
intuitively as ‘growth of bureaucracy’ or, more articulately, the
2016 shareholder letter from Amazon’s CEO Jeff Bezos
suggesting that “Day 2 is death”. Similarly, complex systems
analysis puts forward the concept of organisation metabolism: in
plain English, the idea that the output of an organisation is a
function of the energy that goes into it. As it scales, you have to
put more energy in for each unit of output – just as is true of
biological organisms.

energy into their platforms? The way they facilitate interactions
between members of their ecosystems perhaps makes them less
like traditional corporations and more akin to cities, whose output
grows more quickly as they scale.
Support for this contention can be seen in the low headcount and
physical infrastructure relative to revenue that these businesses
exhibit. Over the past 10 years, Alphabet has scaled its revenues
significantly faster than its headcount. This is a strong argument
for its ability to break through the empirical difficulties of growing
decisively beyond its current market capitalisation, however it is
important to consider what will be the drivers of growth from this
point.

Could it be that some of the large platform businesses defy this
efficiency decline because they aren’t the only ones putting

www.iwm.co.za
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A-B-C,
EASY AS 1,2,3?

The potential upside for our clients’ investment in Alphabet has
two parts.
• First, the core business is more nascent than $90 billion of
annual advertising revenue suggests. Conventional models of the
market opportunity in advertising are rooted in the past and fail to
capture the recursive impact of Alphabet and Facebook: these
companies and their products are redefining the opportunity set.
To value Alphabet in terms of current advertising spend would be
akin to valuing Uber or Lyft based on the current taxi industry.
• Second, the technology that powers search is at the heart of
many other technological developments, opening up new
markets for Alphabet to monetise in ways other than advertising.
Part 1: There is much further to go in Advertising
Online advertising is exploiting a new opportunity. Digital
advertising grew from $118 billion in 2013 to $206 billion in 2017.
Yet, astonishingly (to me at least), other forms of media combined
grew over the same period by $23 billion, rather than being
displaced by online advertising. If you believe this is a new market
then it makes sense to think in terms of consumer use cases.
What does search do well and what does it do poorly?
As internet connectivity grows, more people are searching and
are doing so with greater frequency. This volume growth creates
untapped opportunities. The impetus from mobile remains huge
yet there is much room for improvement in the mobile
experience. As a greater volume and proportion of search is done
on mobile devices, the expected improvement in speed and
quality of the mobile web will be a significant positive. Alphabet
is not merely a passive beneficiary, as initiatives such as
Accelerated Mobile Pages – an open-source website publishing
technology designed to improve web content – are driving these
improvements.
Search is not just accelerating, but also changing, and becoming
more complex. What if one conceives of search as becoming
everyone’s personal assistant? Consider the product evolution

from suggested ‘blue links’ of 10 years ago to Google Home which
responds to voice queries. This demonstrates the changing
consumer conception of search. Internally, Google engineers look
at ‘headroom’, defined as the list of searches where results are
poor. That list is growing rather than shrinking because users’
expectations are rising faster than search improvements. Users
often refine their search queries and, whilst they are prepared to
do that today, it does send a fairly direct message that the service
is not doing a good enough job. This will change, but the future
expansion in use cases for search is evident.
One response to this is greater personalisation. Often search
doesn’t take advantage of the many things it knows about you
when delivering results. This is beginning to change, initially with
geographic location, but with assets like Gmail and calendar (as
well as your entire search history) at its disposal, Alphabet should
continue to improve our experience. As the product gets better
we will use it more. This not only creates more opportunities to
serve us adverts but those adverts also become more helpful to
us. More broadly, as search results improve, the definition of
advertising expands. In reality an advert is a proxy – users don’t
want to see it and advertisers don’t want to pay for it. Rather, both
are seeking a transaction and as personalisation improves Google
will be closer to facilitating this.

As internet connectivity grows, more
people are searching and are doing so
with greater frequency. This volume
growth creates untapped opportunities.
The impetus from mobile remains huge
yet there is much room for improvement
in the mobile experience.
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The movement of economic activity online is a powerful force for
Alphabet, but counterintuitively, it may be offline where
Alphabet’s actions have the greatest impact. It is rapidly
improving its measurement of activity in the ‘real’ world, including
the Store Visits programme, an attempt to match users viewing
an online advert to a completed in-store transaction. This now has
thousands of customers and 5 billion store visits were tracked
across 2016. Demonstrating the link between search activity and
offline purchases provides a powerful signal of the value of search
advertising and should increase the price that offline businesses
are prepared to pay for search keywords.
The use cases for search are growing. The quality of the product is
improving. The quality of the advertisements is improving.
Advertising customers are driven by return on investment and if
you keep delivering this at greater scale, they will keep spending –
indeed Google’s unspoken operating model revolves around the
aim of driving 20% growth in the core business, decade after
decade. There is, therefore, no need to frame the opportunity in
terms of the current advertising market – Alphabet is changing
the game.
Part 2: New sources of Revenue
Put simply, the technology that powers search is opening up new
markets that can be monetised through means other than
advertising. Alphabet is famously a prolific investor in interesting
ideas of all sorts, but some of its more immediate opportunities
include X, Cloud and Waymo.
X
X is intended to develop new Alphabet entities or create value for
other parts of Alphabet. It is responsible for the deep learning
research team Google Brain, life sciences unit Verily, and
self-driving technology company Waymo. X focuses on projects
with three characteristics – they must address a huge problem ‘for
the world’, where there is a radical proposed solution, and a hard
technology aspect that makes it almost seem crazy to attempt

that solution.

The rationale for taking on such projects
is that the impact of being successful is
higher and the timeframes are longer.
This structure allows Alphabet to
attempt projects that would be ruled
out on the basis of time, risk, or money
elsewhere – and may mean it has less
competition.
Cloud
Amazon Web Services (AWS) has anticipated Alphabet’s
emergence as a serious player in the enterprise cloud computing
space for most of the last decade, and it is only in the past three
years that Alphabet’s cloud proposition has emerged. Alphabet’s
slow start, plus AWS’ leading market share gives Amazon some
substantial advantages. Microsoft’s Azure platform benefits from
the strong incumbency position that Microsoft has in many
enterprises. However this is an opportunity that is large enough to
make a difference to Alphabet. Its efforts are supported by Gmail
and Google Docs which present a viable alternative to Microsoft’s
productivity tools, along with its unrivalled expertise in
computation.
The starting point is Google Cloud as a distant number three:
recent results show a $4 billion revenue run rate which compares
to AWS’ $20 billion. However, the market potential is large and
growth rates across the sector are high. Assuming a 10% share of
a potential $1 trillion market at 10% margins (given Alphabet’s
relative position), this is potentially $10 billion of profits and $150
billion of value.
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Waymo
Alphabet has cars on the street today with no-one in the front
seats. No-one else does. Our intuition on whether others are close
is deceptive because the improvement from 99.999% to
99.9999% accuracy – while imperceptible – requires a ten-fold
reduction in the algorithm’s error rate. Two decades ago Carnegie
Mellon students programmed a vehicle to cross the United States
which drove autonomously for 98% of the journey. It is the final
fractions of a percentage point that are hard to achieve.
Waymo could potentially become the operating system for our
transportation network. There are 1 billion passenger cars in use
globally and approximately 300 million commercial vehicles. It is
not unreasonable to assume 100% penetration of self-driving
capability within twenty years. Assuming $100 per vehicle per
annum for the algorithm translates into a $130 billion recurring
revenue opportunity. It is also still quite possible that this is a
winner-takes-all market. Essentially a software business, margins
could be 50%. Revenue and profit may be much higher if it is
viewed as a hardware and software business, with the product
sold by the mile. Again this is important enough to make a real
difference for Alphabet.
There is still work to do from a technology viewpoint and to move
pricing to an acceptable level for widespread adoption. However,
it doesn’t seem to require anything revolutionary or innovative to
get us to an autonomous global transport system – only more
data and more computing power, two things we can be certain
Moore’s law will provide.
Cultural Concerns
My interpretation of the history of technology companies is that
very strong franchises that have faltered, or lost their place in the
pecking order, have seen their relevance decline as user
preferences move away from their core competences. Examples
include IBM’s eventually irrelevant dominance of the mainframe
market, Microsoft’s failure to adapt to mobile, or Nokia’s failure to
produce a smartphone. While Alphabet’s dominance may end
because the market moves away from it in a way which isn’t
currently obvious, the biggest threat to Alphabet today is
Alphabet. Perhaps visible from the outset, its culture is one of

intense intellectual competition, where pride is taken in
intellectual superiority and Googlers are seen as the smartest in
the room. There is some justification for this arrogance – the
world’s best computer scientists work at Google. The people from
the core search operations are the smartest that I have come
across in the Valley and they have arguably built the most
powerful business model in history. But this culture can leave the
company blind in other ways.
It is true that Alphabet is much savvier today in interactions with
the outside world than has been the case in the past. However, as
I see it, this does not represent a genuine attempt at engagement
with government and society. Rather it is a preventative barrier –
simply a way to keep government officials as far away from
Mountain View as possible. This strategy seems to have worked in
the US so far, but internationally it is a different story. In particular
Alphabet’s relationship with European regulators is concerning.
The fines are significant, though in the context of Alphabet’s
revenues the market has shrugged them off. More worrying is the
requirements the rulings impose on the business and potential
precedent it sets for other markets – there are far more countries
with competition law that is similar to the EU than the US.
Culture may also be the principal barrier to expansion in new
growth categories. Chris Urmson, the erstwhile head of Waymo,
was fascinating on this. He saw the biggest barrier to Alphabet
achieving scale in self-driving vehicles not as a technical hurdle,
but rather an inability to access a vehicle platform. On the surface
this seems absurd since Alphabet’s cash pile would be sufficient
to buy it much of the world’s automotive production capacity. His
point was that while the large players in the automotive industry
are keen for a partner, Alphabet wants suppliers of ‘dumb’
vehicles as conduits for its sophisticated technology. Unless that
cultural dissonance can be addressed, progress will be slow. This
also manifests in Cloud, where Alphabet has always had a
theoretically strong position, but ‘Enterprise’ was, for many years,
not seen as a worthwhile undertaking. Since then Diane Greene
has made much progress as CEO of the Cloud business – but
surely any competitive edge has to come out of harnessing the
technical prowess of the wider group.
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Does this stock have the potential to be a real outlier?
The Alphabet investment case looks very solid and the core search
business could deliver 20% growth for the next decade. This is the
best core business we have ever seen, and after a decade of
ownership there remains much to go for in search and
advertising. Cloud and Waymo also have the potential to
contribute significantly to the company’s overall growth. From this
starting point, Alphabet looks very appealing, particularly as the
20% growth profile appears underappreciated.
The Base Case
The advertising business is made up of Desktop, Mobile, Display
Network and YouTube. Desktop is growing more slowly than
Mobile but carries a lower traffic acquisition cost, so is higher
margin. This would suggest a blended growth rate of 23% for the
next five years, taking operating profits from circa $27 billion to
about $62 billion. What is a net profit stream of $49 billion
growing at just under 20% worth? On this I would conservatively
assume a multiple of 25 times. Then, add the $100 billion
presently on the balance sheet to the $200 billion the company
would generate over the next five years, and this takes you to $1.5
trillion of equity value. Assuming $150 billion for Cloud (as a 75%
chance) and $1 trillion for autonomous cars (as a 10% chance),
results in a value of $1.75 trillion. Including in a further $150
billion for everything (!) else (Google Play has circa $11 billion of
revenues and 50% margins, Verily, X, Nest, DeepMind, CapitalG,
Venture) results in a return of two and a half times.

The Blue Sky Case
The five times return that we look for in our ‘blue sky’ scenario
requires $3.7 trillion of capitalisation. The starting point for this
ought to be an acceleration in the core search business. As Mobile
becomes a larger part of the mix, growth could accelerate. At the
same time, the penetration of Android and the growth of
Alphabet may improve profitability as traffic acquisition costs
could fall. On that basis we could be looking at $84 billion in
operating profits in five years time, growing at 30%. The most
powerful monopoly on earth, with impressive growth, would
surely be worth nearer a multiple of 40 times – giving us $2.6
trillion of value. The undiscounted worth of Cloud and
autonomous driving provides enough to get us to a five times
return without considering the value of the other ‘moonshots’.

When considering the upside for Alphabet, it is
interesting to note that when, in 2010, I outlined a
scenario with a market capitalisation of $1 trillion
we felt it was ‘punchy’. Yet we also felt that the
downside seemed fairly limited; we feel similarly
relaxed today. However the key consideration as to
whether we have a sufficient chance of making
five times our clients’ money from this point lies in
Alphabet’s culture.
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