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Digital champions
By Todd Wenning
In his 1986 letter to Berkshire Hathaway shareholders, Warren Buffett used the phrase
“moat” to illustrate a durable competitive advantage. During a discussion of GEICO
insurance, he wrote: “The difference between GEICO’s costs and those of its competitors is a
kind of moat that protects a valuable and much-sought-after business castle.” Put another
way, GEICO’s competitors tried desperately to match its low-expense business model but
failed. This allowed GEICO to charge lower premiums than its competitors while delivering
similar profitability.
In the three decades hence, Mr Buffett has frequently described businesses in terms of their
economic moats. The moat analogy is beautiful in its simplicity. It’s immediately relatable, as
we can visualise a medieval moat protecting a castle. Part of Buffett’s genius is his ability to
condense a complex concept like competitive dynamics into a simple framework. But before
we get ahead of ourselves, let’s recap why moats matter in the first place.
To be a long-term investor in a business, as opposed to a trader of its stock, you need to form
an opinion about its potential over the next decade and beyond. Capitalism, by nature,
suggests that when a company is successful – it creates a popular product, for example –
competition should quickly follow. Any excess profit margin or high returns on invested
capital (ROIC) enjoyed by a company should be whittled away.
A fiercely competitive environment makes forecasting a company’s margins and returns on
capital quite difficult. But there are some exceptions. Some companies sustain success for
years or decades, despite their competitors’ eagerness to steal away some margin. These
companies possess a structural advantage, or what you might call an 'unfair' advantage, that
enables them to consistently produce high profit margins and earn high ROIC.
If you correctly identify what it is that sets these advantaged companies apart, you can more
confidently make a long-term investment. That’s because when a company generates returns
above its cost of capital, it creates value for shareholders. Being able to raise funds at 8 per
cent and consistently produce 30 per cent returns is a good business to be in. High ROIC

companies also produce more distributable cash per dollar of earnings. To illustrate, a
company with a 10 per cent ROIC needs to reinvest all of its cash flow to grow 10 per cent a
year; a company with a 50 per cent ROIC only needs to reinvest 20 per cent of its cash flow to
grow 10 per cent per year.

To be a long-term investor in a business, as opposed to a trader of its stock, you
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Changing landscape
Competitive dynamics have changed considerably over the past 25 years or so, driven
primarily by the growth of the internet.
Consider that in 1995:
A Pew Research Center study found that just 14 per cent of US adults had internet
access.
Amazon began operations in July as an online bookstore.
Google would begin as a research project by Sergey Brin and Larry Page the following
January.
Facebook’s Mark Zuckerberg was 11.
Maybe I’m just getting older, but 1995 doesn’t seem that long ago. Yet today, Amazon
(US:AMZN), Google (Alphabet, US:GOOGL) and Facebook (US:FB) are three of the 10
largest companies in the world by market capitalisation.
What’s remarkable is not that new market leaders emerged – this is to be expected – but the
speed with which they emerged. The internet not only reduced once-formidable barriers to
entry in many industries, but also provided fuel for exponential growth in an unprecedented
way.
This requires investors to reconsider how they think about economic moats.

Walls are breached

The Dollar Shave Club was founded in January 2011 as an alternative to the high-cost, brandname razor blades such as Gillette. Just over a year later, Dollar Shave Club had a viral
YouTube video and launched a membership service that acquired millions of subscribers. It
was acquired in 2016 by Unilever for $1bn.
This sort of disruption was not only unlikely before the internet, it was effectively impossible.
Before the internet boom, a start-up aiming to disrupt the razor blade market would have
needed significant capital to fund inventory, marketing and distribution. And that was just to
get started. You still had to convince stores to stock their shelves with your product. Even if
these massive barriers to entry were overcome, the barriers to scale were more daunting. The
blue-chip companies had the capital, knowledge and clout to discourage new entrants.
These barriers are why for decades consumer product innovation occurred within the walls of
the blue-chip companies. Today, blue-chip consumer companies aren’t just competing with
each other, but also thousands of upstarts armed with sophisticated digital tools such as
YouTube and targeted Facebook or Instagram ads that have levelled the playing field.

The platform business
The internet era also enabled the flourishing of a powerful type of business model: the
platform. Put simply, a platform business serves as a marketplace in which two or more user
groups interact. The most famous example from the early internet era is eBay. eBay didn’t
own any of the inventory being auctioned on its site, but rather it simply provided a
marketplace where merchants and consumers could conduct business. Other examples
include Uber (connects drivers and riders), Airbnb (property renters and hosts), and PayPal
(merchants and payers).
Some Chinese companies have even become a platform of platforms, in a sense. Tencent
(HK:0700), for instance, dominates the Chinese messaging market via its WeChat app,
which has over 1bn monthly active users. In itself, WeChat is a dominant platform, but its
ecosystem also includes one of the two largest Chinese payment platforms (WeChat Pay) and
the world’s largest gaming company (Tencent Games).
Compared with a traditional 'pipeline' or 'linear' business model that adds one relationship
with each new customer, platform businesses can scale much faster because each new
customer becomes a part of a larger network. If you call up the local pizza shop for a delivery,
you pay the pizza shop and they hope you come back again. If instead you log on to Just Eat’s

platform, for example, you see all your local delivery options, community reviews for each
restaurant and receive coupons from the restaurants competing for your business. The more
users that join Just Eat, the more restaurants will want to join, which in turn encourages
more users, and so on.
In such a situation, when each incremental user increases the service’s value to all users, we
have what’s called a 'network effect'. Companies that successfully establish network effects
can carve out a significant and sturdy economic moat.

In the coming decades, digital innovations will only gain steam, whether it’s via
robotics, artificial intelligence or autonomous electric vehicles

Embracing network effects
Although the term 'network effect' has only been around for a few decades, the principles
have been around as long as humans have gathered in marketplaces. Shoppers went where
there were merchants, and merchants went where there were shoppers. In the 20th century,
telephone adoption had network effects. Early telephone adopters may have found limited
value with only a handful of people to call, but as more people joined, the network became
more valuable.
What the Internet Age did was make network effects available to new industries and make
them more powerful. It also helps explain why companies such as Facebook, Alibaba
(US:BABA) and Uber have become so large in a relatively short amount of time. The
communities on the platforms can create value in ways even the platforms’ creators could not
have imagined.
On the other hand, without proper curation and cultivation, a company’s network effects can
unravel just as quickly as they are gathered. Think about how quickly MySpace, Friendster,
Chatroulette and Google Plus disappeared. In other words, just because a company operates
a platform business or currently benefits from network effects, doesn’t mean that they will
have a moat over the next decade.

How to prepare

In the coming decades, digital innovations will only gain steam, whether it’s via robotics,
artificial intelligence or autonomous electric vehicles (AEV). These changes will only further
complicate the task of measuring a company’s economic moat. That said, they also make
moat analysis potentially more lucrative if you’re right.
Here are four ways to approach disruptive technologies in your portfolio.
Invest in the disruptors themselves. Being an early investor in the next big
company can produce life-changing wealth. It’s nice to imagine how we’d spend all the
money we'd have made if we’d just bought a few Amazon shares in the late 1990s. In
practice, this is much easier said than done, if for no other reason than such companies
have frequent and large sell-offs, which makes them hard to hang on to. And, of course,
the once-promising business may fail, leading to a permanent loss of capital. Suffice it
to say that this bucket is not for the faint of heart. In our strategy at Ensemble, we think
we can participate in the growth of AEVs via our investment in Google (Alphabet),
which owns the leading self-driving technology company, Waymo, while benefiting from
the parent company’s more established moat.
Invest in the beneficiaries of the new technology. Some companies are culturally
agile enough to embrace change and disrupt themselves before someone else does it for
them. This is a rare trait, as corporate inertia is hard to overcome. We think Starbucks
(US:SBUX) has consistently stayed on the cutting edge of consumer technology with
mobile payments and ordering. Its recently announced partnership with Alibaba is
further evidence that Starbucks is willing to learn new ways of doing business in the
Chinese market.
Avoid the disrupted. Kodak didn’t collapse because it didn’t see digital photography
coming. In fact, one of its engineers invented the digital camera, which the company
patented and generated royalties from until 2007 (it went bankrupt in 2010). What hurt
Kodak was that it wouldn’t give up its cash cow – the film camera and related products
– to pursue the next opportunity. More recently, many blue-chip consumer packaged
goods companies have similarly been slow to respond to upstarts. The power dynamics
in the industry have shifted from producer, who used advertising to tell you what to buy,
towards the consumer, who uses technology and social media to be a more discerning
shopper. By studying a company’s culture, you stand a better chance of identifying a
resistance to change. Simply avoiding such companies can help preserve your capital for
better opportunities.
Look for opportunities from overreactions. New and exciting technologies tend
to trigger emotional reactions. Last year’s cryptocurrency frenzy is a case in point. That
isn’t to say that cryptocurrency technology isn’t powerful or won’t ever have an impact,

but as with many other bubbles, expectations became inflated before the technology had
a chance to illustrate its value. In recent years, there have been numerous articles by
prominent financial publications discussing the near-term threat of Alipay to the Visa
and Mastercard (US:MA) payment networks. The Chinese payment model, dominated
by Alipay and WeChat Pay, is indeed impressive and it’s easy to see how it could
eventually pose a threat. To date, at least, the network effects possessed by Visa and
Mastercard have proved to be hard to overcome in developed markets.
Framing opportunities and risks in terms of the potential impact on the business’s economic
moat helps you focus on what matters and avoid distraction. If you’re a long-term investor,
you need a level of conviction that the company’s competitive advantages are durable – and
ideally becoming stronger with time. If you’re right on that account and don’t wildly overpay
for the business, you stand a good chance of realising satisfactory returns.

Starbucks has consistently stayed at the cutting edge of consumer technology

Company examples

Landstar System (US:LSTR)
Share price: $114.80
Market cap: $4.8bn
Dividend yield: 0.6%
PE: 23.2
The US is experiencing a truck driver shortage. To illustrate just how tight the market is, on a
recent drive through the state of Indiana, I saw a sign offering qualified drivers a $5,000
signing bonus. In the face of surging freight costs, I’ve heard the question asked: “Why isn’t
there an Uber for trucking?” Well, that’s basically Landstar System.
Landstar is a third-party logistics provider that operates an asset-light platform that connects
truck drivers with shippers and independent sales agents. It doesn’t own any trucks. For
example, someone needing to ship freight today from Seattle to San Francisco would call a
Landstar agent who would let its huge network of owner-operator truck drivers know via a
smartphone app that there’s an available load and the offered rate. This allows the truck
drivers to plan more efficiently and increase their capacity utilisation and profitability. The
shipper is happy that the freight is moved quickly and efficiently. The independent sales
agent takes home a commission for matching up the shipper and driver. It’s a win-win-win
scenario for all parties, which makes the Landstar network an attractive one to join.
Because Landstar operates as a platform and has limited capital expenditure, it consistently
generates high returns on invested capital (between 30 per cent and 40 per cent) and
produces significant free cash flow. Landstar’s normal dividend payout is modest, but it has
more than doubled since 2016. The company will also periodically pay a special dividend and
repurchase shares.
Autonomous-driving trucks are indeed a threat to the independent truck driver and thus
Landstar’s model. However, we think regulations will require a human driver in the cabin,
much like an airplane pilot, for at least a decade as the self-driving technology builds a safety
record. Additionally, autonomous-driving trucks will initially take lower-value, commoditylike, standard freights. Shipping non-standard, wide-load freights (such as wind turbines or
machinery), on the other hand, will continue to require a steady hand at the wheel.

The US is experiencing a truck shortage

Booking Holdings (US:BKNG)
Share price: $1,833
Market cap: $100bn
Dividend yield: na
PE: 36.6
Earlier this year, Priceline Group changed its name to Booking Holdings to better reflect its
growing list of online platform business properties, including Booking.com, KAYAK and
Priceline.com. While Booking also owns OpenTable, which connects diners with restaurant
reservation systems, its primary business is as an online travel agent (OTA), connecting
travellers with hotels, property owners, rental cars and airlines.

In the early days of OTAs, the major players mainly used a 'merchant' model in which they
would agree to buy a certain amount of room inventory from the hotel. The merchant OTA
would then sell the inventory to its customers and take a generous fee. Although it resulted in
lower short-term profits, Booking primarily employed the 'agency' model that let the hotels
set the price and better control the guest experience. Booking would then take a simple
commission from each transaction. This model made the Booking platform particularly
attractive to independent hotels, which are more prominent in Europe, and made travellers
happy because they paid at check-in rather than at booking. At year-end 2017, Booking had
396,000 traditional hotels on its platform and about 1.2m personal properties for rent.
The OTA industry is dominated by Booking and Expedia, which operates Hotels.com,
Travelocity and Orbitz, among other platforms. One bear case is that a larger global platform
such as Facebook or Google will step into the OTA ring and leverage its own network to push
out the likes of Booking and Expedia. This is a legitimate risk, but Booking’s travel focus
matters quite a bit. It has deep relationships with its room suppliers, offers customers a wide
selection, and should understand the needs and wants of its customers and suppliers better
than a non-travel-focused platform.

We do not expect the surging interest in global travel to abate anytime soon, supported by
rising per capita incomes in emerging markets, technology advances and changing consumer
preferences for experiences over 'things'. Booking should continue to benefit from this
secular trend.

Todd Wenning, CFA, is a senior investment analyst at Ensemble Capital Management in the US. As of the date of
publication, clients invested in Ensemble Capital Management’s core equity strategy own shares in Landstar
System, Booking Holdings, Starbucks, Alphabet and Mastercard. These companies represent only a percentage
of the full strategy. Mr. Wenning personally owns shares in Berkshire Hathaway and Amazon

X
Learn More >

Ensemble Capital Management, LLC
Disclosures

DISCLOSURES

2018 Q2 CONTRIBUTORS AND DETRACTORS TO ABSOLUTE RETURN DATA

PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS. It should not be
assumed that the recommendations made in the future will be profitable or will equal the performance
of the securities listed above. The performance information shown above has been calculated using a
representative client account managed by the firm in our core equity strategy. This chart reflects the full
list of securities in the core equity strategy for the quarter ended 6-30-2018. Information on the
methodology used to calculate the performance information is available upon request. The performance
shown in this chart will not equal Ensemble’s composite performance due to, among other things, the
deduction of fees and expenses from the composite performance and the timing of transactions in
Ensemble’s clients’ accounts.
ADDITIONAL IMPORTANT DISCLOSURES
Ensemble Capital is an SEC registered investment adviser; however, this does not imply any level of
skill or training and no inference of such should be made. The opinions expressed herein are as of the
date of publication and are provided for informational purposes only. Content will not be updated after
publication and should not be considered current after the publication date. We provide historical
content for transparency purposes only. All opinions are subject to change without notice and due to
changes in the market or economic conditions may not necessarily come to pass. Nothing contained
herein should be construed as a comprehensive statement of the matters discussed, considered
investment, financial, legal, or tax advice, or a recommendation to buy or sell any securities, and no
investment decision should be made based solely on any information provided herein. Ensemble
Capital does not become a fiduciary to any reader or other person or entity by the person’s use of or
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access to the material. The reader assumes the responsibility of evaluating the merits and risks
associated with the use of any information or other content and for any decisions based on such
content.
All investments in securities carry risks, including the risk of losing one’s entire investment. Investing
in stocks, bonds, exchange traded funds, mutual funds, and money market funds involve risk of loss.
Different types of investments involve varying degrees of risk, and there can be no assurance that any
specific investment will be profitable or suitable for a particular investor's financial situation or risk
tolerance. Some securities rely on leverage which accentuates gains & losses. Foreign investing
involves greater volatility and political, economic and currency risks and differences in accounting
methods. Future investments will be made under different economic and market conditions than those
that prevailed during past periods. Past performance of an individual security is no guarantee of future
results. Past performance of Ensemble Capital client investment accounts is no guarantee of future
results. In addition, there is no guarantee that the investment objectives of Ensemble Capital’s core
equity strategy will be met. Asset allocation and portfolio diversification cannot ensure or guarantee
better performance and cannot eliminate the risk of investment losses.
As a result of client-specific circumstances, individual clients may hold positions that are not part of
Ensemble Capital’s core equity strategy. Ensemble is a fully discretionary adviser and may exit a
portfolio position at any time without notice, in its own discretion. Ensemble Capital employees and
related persons may hold positions or other interests in the securities mentioned herein. Employees and
related persons trade for their own accounts on the basis of their personal investment goals and
financial circumstances.
Some of the information provided herein has been obtained from third party sources that we believe to
be reliable, but it is not guaranteed. This content may contain forward-looking statements using
terminology such as "may", "will", "expect", "intend", "anticipate", "estimate", "believe", "continue",
“potential” or other similar terms. Although we make such statements based on assumptions that we
believe to be reasonable, there can be no assurance that actual results will not differ materially from
those expressed in the forward-looking statements. Such statements involve risks, uncertainties and
assumptions and should not be construed as any kind of guarantee.

