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CAPITAL

Global equities

INVESTING IDEAS

Buy franchise stocks like Nestlé, Microsoft,
Visa, Unilever, says Morgan Stanley’s Paulson

| BY ASSIF SHAMEEN |

t is a pretty nerve-wracking time for inves-

tors. The US Federal Reserve is poised to

raise interest rates for the first time in near-

ly a decade, equity valuations are looking a

bit stretched, corporate earnings growth is
slowing to a trickle as the long-running mar-
gin expansion story reaches the tail end and
now, there are mounting geopolitical concerns
following last month’s terrorist attacks in Par-
is. Veteran portfolio manager Bruno Paulson,
who runs Morgan Stanley Investment Manage-
ment’s Global Franchise Fund, is unfazed. Paul-
son believes there is still money to be made
in equities, particularly in high quality brand
name global franchises that are able to com-
pound shareholder wealth at attractive rates
of return over time.

While Paulson concedes that the US Fed
will raise rates later this month, he argues
that it won’t go very far in the rate cycle. “We
still think it’s a pretty deflationary world,”
he says. “The December rate increase has
been pretty well telegraphed and we don’t
think the US economy is strong enough to
bear much,” he tells The Edge Singapore in
a phone interview from London. “The Fed
is desperate to get off zero and normalise
rates because they are worried about the
impact that a long period of low rates has
on asset prices.”

The way he sees it, global franchise stocks
are a sanctuary in the current challenging times.
“We only invest in very high quality companies
with high return on unleveraged capital,” he
notes. “We think these high quality franchise
stocks will hold up through the cycle because
they have recurring revenues, strong balance
sheets and pricing power.”

But aren’t high quality global brand name
companies subjected to the same economic
and financial conditions as other listed firms?
They are, but Paulson argues that the subset
of high quality companies are less sensitive.
“They won’t grow spectacularly because they
never grow spectacularly,” he says, noting
they are well run and have strong brands and
pricing power so they can continue to grow
even in more challenging times.

A good example is a company like Swiss
food and beverage giant Nestlé, which his
fund has owned for years and through cy-
cles. “It has been growing around 5% a
year, give or take 1%,” Paulson notes. Even
at the height of the global financial crisis,
Nestlé grew at 4% and its margins actually
increased 10 basis points.

To be sure, the Global Franchise Fund is fo-
cused on the quality of earnings rather than
perceived brand value. So luxury stocks such
as Prada (down 68% from its 2013 peak) or
Michael Kors Holdings (down 56% from its
peak last year) have no place in his portfolio,
while Nestlé and Unilever, which supply milk
powder and soap, are among his top picks. Nei-
ther is the fund focused on dividends. “There
are five sectors we basically avoid: utilities,
energy, materials, telcos and financials,” he
says. The reason: “Companies in those sectors
are mostly cyclical, low-return, highly levered
price-takers.”

So the fund looks mainly for investments
with moderate but steady earnings growth as
well as the ability to maintain or grow mar-
gins, allowing them to harness the power of

compounding. “We mainly pick and choose
within consumer staples, IT services and soft-
ware names,” Paulson says. Those high quality
stocks continue to compound, growing stead-
ily and delivering high returns.

Compounding is achieved through combin-
ing steady growth with cash generation. “So,
a company may be growing around 5% and
have strong cash generation,” he explains.
“If you also have a management team that is
doing the right things with that cash, a lot of
that should come back to shareholders. If you
can do that, you could be delivering a 9% to
10% return over the long run.” That’s an ex-
cellent absolute return at a time when large
global companies are struggling to eke out
any growth at all in dollar terms. Indeed, the
strength of the US dollar has been a significant
headwind for one company in his portfolio —
British American Tobacco (BAT), which sells
mainly in emerging markets.

Consumer stocks the fund owns aside

about China demand, and LVMH’s margins,
like those of other luxury retailers, have been
under pressure.

Tech picks

Global Franchise Fund also owns shares in
Microsoft, Visa and Accenture in the tech
sector, which makes up over 20% of the port-
folio, but not in Apple or the high-flying so-
called FANG stocks — Facebook, Amazon.
com, Netflix and Google. “Facebook is a great
company, but just too expensive for us,” Paul-
son says. “We believe there are only two ways
of losing money in stocks — either the earn-
ings go away or the multiple goes away. Face-
book is a perfectly valid growth investment,
but we are not really a growth investor.” With
a high valuation multiple, it is also vulnerable.
“If Facebook hits a bump with a bad earnings
number, the stock could fall fairly sharply,” he
says. Amazon.com, which sells for nearly 800
times forward earnings, is slightly different, he

Paulson: We mainly pick and choose within consumer staples, IT services and software names

from BAT and Nestlé include Anglo-Dutch
giant Unilever, Cadbury chocolate maker
Mondelez International as well as Reck-
itt Benckiser Group, which owns health,
hygiene and home product brands such as
antiseptic Dettol and throat lozenges Strep-
sil. “We believe in a world where things are
rapidly commoditised, companies that have
strong brand equity and pricing power will
continue to do well through cycles,” Paulson
argues. But a great franchise does not trans-
late into an attractive stock. Take McDonald’s
and Wal-Mart Stores, which have size, scale
and a to-die-for franchise.

“We have been ambivalent about McDon-
ald’s because we are focused on returns on
operating capital employed and they own a
lot of their property,” he says. Wal-Mart is a
great company but in a poor industry. “We re-
gard retailers like Wal-Mart as very unattrac-
tive as they offer low margins and are a low
return on cash business. In luxury, Morgan
Stanley has owned LVMH Louis Vuitton Moet
Hennessy in the past. However, it was never
big on it. Of course, now everyone is worried

argues. “It could make a lot more money if it
chose to.” Right now, Amazon is investing al-
most everything it earns.

Paulson is also less sanguine about Ap-
ple, the world’s largest company. “Apple is a
great company, very attractive from a valua-
tion standpoint, but we worry about the sus-
tainability of its earnings,” says the veteran
portfolio manager. “It has 13% or 14% of the
global smartphone market, but makes over
2% of the total profits of the MSCI World In-
dex,” he notes. “My fear is that by the time
we get to the iPhone 9, smartphones will go
the way of the laptop.” He would rather be
in Microsoft because CEO Satya Nadella, who
took over two years ago from Steve Ballmer,
has done well in refocusing the company to-
wards enterprise, cloud services and mobili-
ty. “While the consumer Windows business
is less robust than it used to be, their enter-
prise Windows business is doing fine and
Microsoft’s Office franchise is fantastic. In
volume terms, they are the No 1 provider of
software in servers and No 1 provider of soft-
ware for databases.”
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Paulson’s fund does not have big expo-
sure to the high growth pharmaceutical and
biotech sector that has had a great run over
the past three years. “We like healthcare be-
cause it is clearly miles ahead of telcos, util-
ities, financials or materials,” he says. “The
trouble is that pharmaceutical companies’
main assets are drugs under patents that
are fading assets because you are running
out of time to sell them and as an investor,
you are betting on their ability to develop
or find new drugs. If they can spot the right
drug and keep growing their pipeline, then
that’s brilliant, but how many companies
can keep doing that?”

Big exposure to media

The Morgan Stanley Global Franchise Fund
has big exposure to the media sector. “We
own three stocks in the media space — Time
Warner, Walt Disney and 21st Century Fox —
because we believe they are the highest-qual-
ity names, with content like ESPN, Disney
and HBO, for which there is strong demand,”
he says. “We fully understand that advertis-
ing, particularly non-sports advertising, is in
trouble.” Even when people are viewing non-
sports channels, Paulson notes, “they are view-
ing it time-delayed on their iPads or iPhones
rather than on TV,” he says. “But whichever
way you watch ESPN or HBO, the money is
coming to Disney or Time Warner.” The bulk
of their income comes from the cable compa-
nies in affiliate fees, rather than advertising.
Content providers are able to use their power
to do deals with cable companies, which are
well above annual inflation.”

While Paulson concedes that the unbun-
dling of media content will cause disruptions
as subscribers cut the cord with cable opera-
tors, he is in no rush to load up on high-flying
streaming play Netflix soon. The stock is up
1,532% since July 2012 and trades at over 250
times next year’s projected earnings. “Netflix
has been very successful and has built up a
base of tens of millions of subscribers,” he
notes. The company faces several headwinds,
though. For one, competitors like Amazon,
Google and Apple are gunning for a slice of
its business. “Netflix and Amazon are mak-
ing some of their own shows but they do not
have a big library of content, so they would
need to buy content from Time Warner, Dis-
ney or Fox,” he says. “The mistake many of
the content providers made is that they gave
Netflix too much of their content and have
since made it very clear that they don’t want
to keep doing that,” he says. The Disneys and
Time Warners have learnt from the music in-
dustry, which gave away too much to Apple’s
iTunes and, as such, are much more careful
now, Paulson points out.

One of his favourite stocks is payment pro-
cessing firm Visa, which recently bought pri-
vately held Visa Europe, previously not part
of the US listed firm. “There is a lot of noise
about all these new electronic payment sys-
tems like ApplePay or GooglePay taking busi-
ness away,” he says. “Apple cannot replace Visa
or MasterCard. Every potential threat that we
have looked at for Visa in the last few years,
has turned out not to be too severe,” he points
out. “The good news about Visa is that it is an
incredibly lucrative business with very high
margins and they are collecting a very small
portion of the total transaction.” a
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IMPORTANT INFORMATION

The article was originally published in The Edge Singapore on December
7, 2015. The opinions expressed in the article are those of The Edge
and Bruno Paulson as of December 7, 2015 and are subject to change
at any time due to changes in market or economic conditions. The
comments should not be construed as a recommendation of individual
holdings or market sectors, but as an illustration of broader themes. The
material does not purport to address the financial objectives, situation
or specific needs of any individual reader. The use of this article is not a
solicitation, or an offer to buy or sell any security or investment product.
Moreover, the opinions expressed in this article are not necessarily those
of Morgan Stanley or its employees.

Past performance is not indicative of future results.

Holdings in the portfolios managed by Morgan Stanley Investment
Management's Global Franchise team are subject to change without
notice. Each portfolio may differ due to specific investment restrictions
and guidelines. There is no guarantee that the securities mentioned will
perform well or be held in the future. Please see below the percentage
of the holdings in this piece, based on the representative account of the
Global Franchise strategy as of November 30, 2015:

Company % of Global Franchise Rep Acc
Nestlé 79
Unilever 5.8
Mondelez International 44
Reckitt Benckiser Group 71
Microsoft 84
Visa 4.2
Accenture 4.7
Time Warner 3.4
Walt Disney 3.7

There is no assurance that a portfolio will achieve its investment objective.
Portfolios are subject to market risk, which is the possibility that the
market values of securities owned by the portfolio will decline and that
the value of portfolio shares may therefore be less than what you paid
for them. Accordingly, you can lose money investing. Please be aware that
this strategy may be subject to certain additional risks. For additional risk
considerations, please refer to the supplemental information included.

RISK CONSIDERATIONS

Please be aware that this strategy may be subject to certain additional
risks. Changes in the worldwide economy, consumer spending, competition,
demographics and consumer preferences, government regulation and
economic conditions may adversely affect global franchise companies
and may negatively impact the strategy to a greater extent than if the
strategy's assets were invested in a wider variety of companies. In general,
equity securities values also fluctuate in response to activities specific
to a company. Investments in foreign markets entail special risks such as
currency, political, economic, and market risks. Stocks of small-capitalization
companies carry special risks, such as limited product lines, markets and
financial resources, and greater market volatility than securities of larger,
more established companies. The risks of investing in emerging market
countries are greater than risks associated with investments in foreign
developed markets. Non-diversified portfolios often invest in a more
limited number of issuers. As such, changes in the financial condition or
market value of a single issuer may cause greater volatility.

www.morganstanley.com/im

Morgan Stanley

This communication is only intended for and will be only distributed to
persons resident in jurisdictions where such distribution or availability
would not be contrary to local laws or regulations.

There is no guarantee that any investment strategy will work under all
market conditions, and each investor should evaluate their ability to
invest for the long-term, especially during periods of downturn in the
market. Prior to investing, investors should carefully read the relevant
offering document(s).

EMEA:

This communication was issued and approved in the UK by Morgan Stanley
Investment Management Limited, 25 Cabot Square, Canary Wharf,
London E14 4QA, authorized and regulated by the Financial Conduct
Authority, for distribution to Professional Clients only and must not be
relied upon or acted upon by Retail Clients (each as defined in the UK
Financial Conduct Authority's rules).

Financial intermediaries are required to satisfy themselves that the
information in this document is suitable for any person to whom they
provide this document in view of that person's circumstances and purpose.
MSIM shall not be liable for, and accepts no liability for, the use or misuse
of this document by any such financial intermediary. If such a person
considers an investment she/he should always ensure that she/he has
satisfied herself/himself that she/he has been properly advised by that
financial intermediary about the suitability of an investment.

Hong Kong:

This document has been issued by Morgan Stanley Asia Limited for use in
Hong Kong and shall only be made available to “professional investors” as
defined under the Securities and Futures Ordinance of Hong Kong (Cap 577).
The contents of this document have not been reviewed nor approved by
any regulatory authority including the Securities and Futures Commission
in Hong Kong. Accordingly, save where an exemption is available under the
relevant law, this document shall not be issued, circulated, distributed,
directed at, or made available to, the public in Hong Kong.

Singapore:

This document should not be considered to be the subject of an invitation
for subscription or purchase, whether directly or indirectly, to the public
or any member of the public in Singapore other than () to an institutional
investor under section 304 of the Securities and Futures Act, Chapter
289 of Singapore (“SFA"), (i) to a “relevant person” (which includes
an accredited investor) pursuant to section 305 of the SFA, and such
distribution is in accordance with the conditions specified in section 305
of the SFA; or (iii) otherwise pursuant to, and in accordance with the
conditions of, any other applicable provision of the SFA.

Australia:

This publication is disseminated in Australia by Morgan Stanley Investment
Management (Australia) Pty Limited ACN: 122040037, AFSL No. 314182,
which accept responsibility for its contents. This publication, and any
access to it, is intended only for “wholesale clients” within the meaning
of the Australian Corporations Act.
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