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Swiss Banks or Swiss Chocolate - Market Commentary

March was dominated by the US regional bank crisis, complemented by the takeover of
Credit Suisse in Europe.

Developed and Emerging Markets produced similar returns, with South Africa
underperforming both. Given crisis developments, returns were surprisingly strong. The
MSCI Growth Index returned +6.9% vs Value at -0.7%, the latter including Bank shares.

A similar dynamic played out with the S&P 500 and the Nasdaq. The Nasdaq returned
+9.5% vs the S&P 500 at +3.6%, where the S&P 500 includes more bank stocks.

For Q1 of 2023, the Nasdaq is at +20.8% vs the S&P 500 at +7.4%. MSCI Growth is at
+15.1% vs MSCI Value at +0.9%, and the MSCI World is at +7.7% vs the MSCI Emerging
Markets Index at +4.0% i.e. Emerging Markets are underperforming since the beginning
of the year.

These various returns are summarised in Table 1 below.
Table 1. South African and global equity returns (USD) for March 2023*

Mar-23 YTD 2023

FTSE/ISE ALSI (ZAR) -1.3% 5.2%
FTSE/IJSE ALSI (USD) 2.2% 0.9%
MSCI World 3.1% 7.7%
MSCI EM 3.0% 4.0%
MSCI Value -0.7% 0.9%
MSCI Growth 6.9% 15.1%
S&P 500 3.6% 7.4%
Nasdaq 100 9.5% 20.8%

*Total return indices, Source: Factset

A recent Financial Times (“"FT”) headline from March 5, stated that “Former top Credit
Suisse shareholder Harris Associates sells out of bank”. Harris Associates is a well-known
Chicago-based Value investor, and David Herro, its Chief Investment Officer for
International Equities was twice named International Fund Manager of the Year by
Morningstar. The headline highlights that even well-known professional investors can
experience some of the risks of Value investing, on a large scale.

Credit Suisse is/was a renowned global bank which unfortunately never seemed to recover
from the Global Financial Crisis, stumbling from crisis to crisis, primarily emanating from
its investment bank, and with seemingly a revolving door for different managers none of
whom had success in righting the ship.

Chart 1 below sets out Credit Suisse’s cumulative return (excluding dividends) since 1999.

From the chart it can be seen that Harris Associates narrowly avoided the Swiss bank’s
ignominious end towards the end of March (or more correctly its securities’ ignominious
end, including the now infamous AT1 capital, since the bank lives on as part of UBS). This
is scant comfort however since by the beginning of March the stock had lost 95% of its
value (According to the FT Harris had held this position since 2009). So much for a price
recovering to intrinsic worth.
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Chart 1. Credit Suisse cumulative return relative to Swiss SMI Index
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Source: FactSet
Lindt & Spriingli

The M1 Capital Global Equity Prescient Fund has pursued an altogether different strategy
in Switzerland. Rather than follow the allure of Swiss banking we were drawn to the Swiss
chocolate. More specifically to the securities of Chocoladefabriken Lindt & Spriingli AG, the
makers of the well-known Lindt chocolates. It can be said that Lindt has no less global
brand recognition than Credit Suisse, though in a different economic sector. This also
speaks to the global giants which Switzerland, a relatively small country in the centre of
Europe, has been able to develop. Apart from the well-known Lindt chocolate brand, the
company also owns Ghirardelli and Russell Stover in the US, and Caffarel in Italy, while
visitors to Zirich may have indulged in Spriingli macaroons.

Lindt & Springli operates from Kilchberg near Zlrich. The original company was founded
in 1836 by David Spriingli-Schwarz. The takeover of the chocolate factory of Rodolphe
Lindt in 1899 gave the company its present-day name. Lindt generated just under CHF5
billion in revenue in 2022 selling chocolates around the world, with 55% of its business in
Europe (Germany is its largest country market), 30% in the US and 15% in the rest of the
world. Lindt has 500 shops and cafes and operates 11 production sites employing 14 000
staff.

What are the attractions?

Stability of revenues. A globally-diversified premium-positioned high volume business
growing revenues at 5-7% p.a. (it managed 8.4% in 2022 in a higher inflation
environment). Being a volumes business, in many ways it is not dissimilar to other high-
volume businesses such as British American Tobacco or AB InBev. Efficiency is important
and Lindt & Springli has excelled in consistently growing its operating margin over many
years, currently close to 15%. Steady sales and rising margins do wonders for cash flow
which we believe has driven the stock price.

Much like the operating margin, dividends have also been steadily increasing. The
company hiked its dividend by 75% in 2019 to mark its 175% anniversary, and runs little
leverage on its balance sheet.
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What are the risks?

There appears to be a perception that Lindt & Spriingli is recession-proof. This, we think,
is decidedly not the case. The products are by and large purchased through discretionary
spending which is cut back in times of trouble. Even though during the pandemic
customers would buy its premium-priced chocolates to send to friends and relatives they
couldn’t be with in person, the company nevertheless suffered a -11% decline in revenue
in 2020. Revenue also declined -14% in 2009.

Currently, the company is discovering that a high inflation environment for premium-
priced discretionary spend products tends to dent demand.

Last but not least it is quite dependent on a volatile commodity input cost — Cocoa - whose
price is set out in Chart 2 below.

Chart 2. Price of cocoa

Cocoa (Ivory Coast USDA $ton) - Price
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A High-Priced Stock

Quite apart from valuation Lindt & Spriingli is not for the faint of heart for other reasons.
The company has never split its stock and its registered shares trade for CHF111 200.
These are apparently the second-highest priced shares in the world after those of Berkshire
Hathaway A (USD496 300). The total market value bears no resemblance however with
Lindt & Springli at CHF26 billion vs Berkshire’s USD722 billion, although the Swiss
company’s stock has performed better.

Fortunately, there are also participation certificates at 1/10™ of the price trading at
CHF11 120.

Valuation

So what price does one pay for this chocolate asset? Since 2015, the stock price has been
trading close to a PE of 40x earnings. Such a PE would give a traditional Value manager
an instant headache. Why would we be interested?

A PE takes a general form, with many amendments, similar to the following
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Cash flow;
i-g

where i is a discount rate and g is a growth rate for some money coming in every year
(the company profits or earnings per share). The higher the growth rate, the higher the
PE. Less popularly appreciated, the more secure the asset, the lower the discount rate,
and also the higher the PE.

Further, a PE of 40x translates to an earnings yield (E/P) of +2.5% which compares to
Swiss government bond yields of -0.5% in 2020 and +1.1% today. So less secure than
the Swiss government but with a higher yield and growth.

The sweetest part of this chocolate

Chart 3 below sets out the cumulative return on Lindt & Spriingli shares for the same
period since 1999 as was illustrated for Credit Suisse above.

Chart 3. Credit Suisse cumulative return relative to Swiss SMI
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The difference to Credit Suisse is that since 1999 Lindt & Springli has returned, excluding
dividends, close to +1300% (or 14x money). This compares to the Swiss SMI’s +48% and
Credit Suisse’s -99% over the same period.

Closer to home, the share has returned +60% since the M1 Capital Global Equity Prescient
Fund’s inception vs the index’s +35%. This is inclusive of the -22% decline in 2022 vs the
index at -17% on rising interest rates last year.

While the company may have been treated on par with US tech stocks in 2022, we tend
to see relative safety rather than some sort of high growth in a stable 5-7% annual revenue
growth rate. We also tend to hold stocks for the long term, so -22% last year may not
have been pleasant but hasn't changed the long term relative outperformance
significantly. We continue to hold Lindt & Springli and are satisfied that we allocated
capital to the 40x chocolate. Credit Suisse’s low valuation didn't help it.



