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GLOBAL CONSUMER COMPANIES: INVESTMENT AND INNOVATION,
THE RECIPE FOR GROWTH AND VALUE CREATION
Dry January does not mean very much to a teetotal person like myself but it does trigger a
thought about how consumer behaviour and companies have evolved over the years. This
year’s company reporting season has shown a startling difference between companies that
‘deliver’ and those that do not. This is no exception in the consumer sector and it is an
important differentiator for our approach to investing in quality and value for the long-term.
During the years after the global financial crisis, when ‘deflation’ was the buzzword, many
consumer companies were forced to abandon their historical growth models where small
annual price increases could be passed onto the consumers to buoy earnings growth. Instead,
they resorted to consolidation, cost cutting and margin improvement to meet the growth
demand of their investors. Investment group 3G Capital pioneered this with Anheuser Busch
and Kraft Heinz. Other companies followed their example.
Several years on, cost cutting has run its course and inflation has returned. At the same time,
customers’ tastes and preferences have also changed, led by new generations of consumers
like millennials and generation Z, which together now account for over 40% of all consumers
according to the US Census Bureau (2016). Digitally enabled millennials are well educated,
socially and environmentally responsible and more health conscious. They seek authenticity,
personalisation and experience.
These new consumer trends create opportunities and challenges for the incumbents and
attract many new entrants. For some existing companies, cost cutting and lack of investment
in the business and in product innovation during the leaner years have finally caught up with
them. Revenue deceleration has occurred, this time not from deflation environment but from
their own makings as their ‘yesterday’ products and traditional ways of selling no longer meet
the needs of today’s customers. Cost inflation added further pain caused by an operating
profit margin squeeze for these companies. Competition from many new entries, aided by
social media, digital marketing and ecommerce, riding on the trend of authenticity,
sustainability and healthy living, has flourished.
The result of this is triple hits for some of the ‘old guard’. 3G Capital’s largest companies are
examples of this. Both Anheuser-Busch, which cut its dividend last year, and Kraft Heinz,
which announced a significant writedown of the value of its brands along with a dividend cut
and an SEC investigation into its accounting practices at time of writing. These companies
are at a crossroads, continue to cut costs and optimize the cash flow from a declining business,
or invest and reinvent themselves, taking near term pain for the long term gain.
But not all companies are created equal. Some ‘old guards’ have spotted the new trends early
and have not stopped investing and innovating. They are now reaping the benefit with
accelerating sales and profits growth.
Take L’Oréal for example. Historically, the company has been growing faster than the beauty
market. The organic growth slowed during 2015-2016. Faced with challenges from changing
consumer behaviour and the rise of independent brands, the company responded with
significant investment in digital and social media to bring itself to the twenty first century.
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Today, L’Oréal has 2,000 internal digital experts and 22,000 employees worldwide upscaled
in digital. Last year, 43% of media spending was on digital.

Source: L’Oreal

The investment on digital is paying off. L’Oréal saw 1.2 billion customers visits to its product
websites. By engaging consumers wherever they are, both online and off line, L’Oréal
achieved sales growth of 7.1% in 2018, the best year in a decade, beat the market growth of
5.5% and gained market share. As the Chairman and CEO Jean-Paul Agon said ‘Beauty and
digital are a perfect match’.
Today’s consumers are no longer satisfied with simply possession of goods but increasingly
demand for experience. In February this year, Rémy Cointreau launched Louis XIII ‘smart
decanter’. This is the first crystal connected decanter using near field communication (NFC)
technology. After removing the seal of the decanter, consumers can simply scan with a NFC
enabled smartphone to create a login to the website of Louis XIII Society which is a private
club. Members of the club can enjoy various exclusive
privileges such as customised decanter engraving, prerelease of limited editions, tasting events and an
invitation to network of Louis XIII cognac connoisseurs.
House of Rémy Martin recorded 13.1% organic sales
growth for the nine months ended December 2018.
‘Personalise it’, according to Euromonitor, has become a
top consumer trend for 2017. On a recent trip to a
department store, I came across a small engraving
machine next to a Estée Lauder’s counter. Customers
can put initials, names as well as messages onto a bottle
at the time of purchase free of charge.
Personalisation does not stop here. Estée Lauder’s
Source: Selinko.com
Clinique brand recently launched the Clinique iD™
range of products which revolutionised how moisturisers are sold. It is completely custom
made. Consumers can choose from three different bases to suit the skin types (moisturising
lotion, oil-control gel and hydrating jelly) and five insertable cartridges, each contains active
ingredients to combat different skin problems (Uneven Skin Tone, Irritation, Fatigue,
Uneven Texture & Pores, Line & Wrinkles). Consumers can mix and match to find a
moisturiser that is best suited to their skin type. It is one of the reasons Estée Lauder reported
9% sales growth during this result season.
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Simply investing more and more to fuel revenue growth
is not necessarily the best way to generate shareholder
value. Diageo seeks to address this by deploying smart
marketing. The company uses a system called Catalyst
to improve the efficiency and effectiveness of its
marketing. Catalyst is a cloud based digital system that
puts the measurement of return on investment (ROI) at
the heart of decision making. It determines the
marketing budget and projects potential profit for each
brand based on data gathered from historical marketing
programmes. It then analyses the potential impact of
the planned activities and recommends moving Source: Sephora.fr
marketing budget to areas with stronger payback on a
weekly basis. The system provides marketers with insight and fact-based resource allocation.
In India, for example, the marketing spend was reallocated by state for its McDowell’ No 1
(rum) and was increased for Royal Challenge (whisky) and reallocated across the media
channels based on analytics from Catalyst. These changes saved Diageo £1.5m compared to
the original plan. Today at Diageo, 1200 marketers across 55 countries are equipped with
Catalyst. With smart marketing, Diageo delivered organic sales growth of 7.5% and an
operating margin expansion of 1.5% at the half year results in January.
In a recent interview, we spoke with Morningstar about some of the other consumer trends
like premiumisation and healthy living and how companies are innovating and adapting,
including Diageo’s and Pernod’s new low alcohol, low carb and low calorie products targeted
at millenials. We also believe strongly that cost cutting alone does not create value and that
companies need to be “investing sensibly in the business for the long term”, as we said during
an interview with the Financial Times’ consumer industry correspondent Leila Abboud. We
have added these articles with this insight and hope they are of interest.
In today’s rapid changing environment, we will seek be vigilant in identifying and investing
in tomorrow’s winners. On that happy note, it is now time for me to put my feet up and
enjoy a glass of Pure Brew, the new zero alcohol Guinness from Diageo. Cheers to my very
first beer!
Zhixin Shu, CFA
February 2019
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Around 3 million people in the UK vowed to go alcoholfree for Dry January this year. Those aged between 35 and
54 are most likely to take part in the challenge and it is
thought around two-thirds of people who attempt the
month-long abstinence from alcohol succeed.
Consumers are becoming increasingly health-conscious
and mindful about what they eat and drink. But what does
that mean for the businesses that rely on the Brits’ love of
beer? Pubs, brewers and spirits companies are having to
adapt their offerings to remain relevant.
Douglas Scott, investment manager at Kames Capital, says:
“Dry January is part of a greater structural shift, away from
beer towards spirits, towards quality products, and
towards lower-calorie options.”
This doesn’t appear to be a short-term blip. Figures from
Kantar Worldpanel reveal sales of non-alcohol beer were
up 58% last summer compared with the same period the
year before. Research from Neilson found more than £43
million was spent on non-alcoholic beer in the year to July
2018 – equivalent to around 12.2 million pints – nonalcoholic ones at that.
Christopher Rossbach, managing partner at J Stern & Co,
rates drinks makers Pernod Ricard (RI) and Diageo (DGE).
He thinks quality firms in the sector, with good
management and strong balance sheets, have little to
worry about.
He explains: “Dry January is generally a response to excess
consumption in December so it tends to even out over the
course of the year.” He does, however, believe that
drinkers are moving away from calorific beers to premium
spirits as they look for “low-carb” and quality alternatives.
“There is a trend towards premiumisation. People are
drinking less but want better quality in what they do
consume,” he adds. “The same is true for chocolate and
luxury goods, for example, so that’s good for Lindt and bad
for Cadbury’s.”
Those brands that can position themselves at the premium
end of the market should be well-placed to thrive. Diageo,
for example, has had success with the launch of its Ketel
One Botanical Vodka, which uses botanicals for natural
flavouring rather than artificial ingredients. Gordon’s,
meanwhile, has launched a low-calorie, low-alcohol
version of its famous gin.
The same is true in pubs, a part of the industry which has
particularly suffered from the shift in alcohol consumption.
Many chains have shifted their focus to food as footfall has
dropped and more are stocking so-called “grown-up” soft
drinks to appeal to non-drinkers. Scott says that here, too,
the winners will be those which can adapt: “Wetherspoons
is a great example – it has low price, good products and is
a well-run business.”

Experience Matters for Younger Generation
But younger drinkers are not only focused on their
waistlines. Drinks companies need to tap into the different
priorities and values of this generation, which is all about
the experience, if they want to appeal. Pernod Ricard, for
example, has an app offering customers in South Korea
rewards when they drink Absolut Vodka and post about it
on social media. In Spain, drinkers of Patron tequila will
see a donation made to a charity of their choice each time
they enjoy a tipple.
Rossbach believes it is the larger players in the industry
that are best placed to benefit here because they have the
scale and resource to trial new products and ideas. The
proof of that can be seen clearly enough in recent results.
Last week, Diageo reported operating profit had grown
11% to more than £2 billion as the continued “ginaissance”
helped sales in the UK grow by 14%.
Graham Spooner, investment research analyst at The
Share Centre, says: “The group has been increasing its
focus on faster-growing brands, which has led to the sale
of some of its smaller brands.”
Elsewhere in the industry, Japanese giant Asahi Group
(2502) purchased the beer and cider business of Fuller’s
for a hefty £250 million. Such consolidation is likely to
continue as the big names in the sector snap up the
smaller brands that have proven themselves to be
successful.
For investors looking for exposure to these trends, there
are a number of fund managers keen on drinks companies.
The £2.5 billion Evenlode Income fund has almost 12% of
its assets in drinks companies, with Diageo among its
largest holdings. Manager Hugh Yarrow favour quality
businesses that are capable of reliably growing their
dividends.
Meanwhile, the £5 billion Lindsell Train Global Equity
fund has 22% of its assets in beverage companies including
Diageo and Heineken (HEIA). Manager Nick Train likes the
brand loyalty the firms enjoy from their customers. He
points out that expanding into low- and no-alcohol
products not only allows them to appeal to a wider
audience but means they can sell these drinks without the
tax implications of alcoholic beverages.
Rossbach adds: “The idea that millennials are not drinking
isn’t quite right; they are, but they have different
preferences, the way they are consuming alcohol is
changing, and they are more conscious of the overall
experience. But actually, many of these companies have
been good at adapting to that.”

