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“Story-Telling” in the Digital Age Brings Dramatic Changes to
Consumer Markets

The Thinking Man’s
Approach

As Israeli historian from the Hebrew University of Jerusalem, Yuval Harari, explains
in Sapiens, the human being is the only species that can “cooperate” in a flexible
manner and in large numbers. This cooperation is enabled by our human capacity
of “story-telling”, as well as our ability to believe in “fictional beings” such as gods,
nations, money and corporations. In his book “Narrative and Numbers — The Value
of Stories in Business”, NYU Stern’s Professor Aswath Damodaran states that a
company’s value is a function of not only its “metrics” (like Sales, Cash Flows and
EBITDA)?Y, but of its “stories” (product, founder, business evolution).

The internet and the rise of social media have allowed humans to leverage this
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“story-telling” ability to reach greater numbers of people. If a story is compelling,
it will typically be shared and disseminated to the masses. My childhood friend, Pipe

Stein (an internationally renowned advertising guru and CEO of Notable), while
presenting at the 2019 Future of Advertising event in Madrid stated: “We can
measure “Likes”, but we cannot measure love”. We have plenty of data and
metrics from the Nielsens’ of this world. However, do we know which are the right
questions to ask ourselves? At the end, it's the story and the content that
“connects” or resonates with the target audience. Does it generate an emotion? If
yes, then the story is effective and will surely make its way through the right access
channels, also likely creating shareholder value!

The rise of social media has reduced the barriers to entry for smaller companies. In
the old days, consumers would have fewer choices, always buying the same few
brands as everyone else, since we all watched the same few television or radio
broadcasts, most notably those offered during prime time. Today, shoppers learn
about products online from friends, bloggers, YouTube celebrities and other
influencers, where information and news are shared instantaneously often in real-
time. The rise of “niche markets” has resulted in the hyper-fragmentation of the
consumer market. “Blue-chip” brand names can no longer solely rely on their size
and brand recognition for as long as they used to, as technology and the availability
of information has leveled the playing field for large and small companies and brand
cycles have shortened. Professor Damodaran states: “Brand Names last a long time,
but nothing lasts forever.”

Technology has reduced barriers to
entry, resulting in the rise of new
startups disrupting “old economies”

Social Media has led to a hyper-
fragmentation of the consumer
market and to the shortening of
brand cycles

In order to survive, big brands can
acquire these smaller companies.
However, some of these have very
strong valuations due to a “cult like”
customer base

Big brand companies that were
considered defensive - especially in
the U.S Big Food sector - are not
anymore. Sectors like Software
tends to demonstrate better
defensive characteristics

It is more important now than ever
to focus on companies with robust
technology platforms that can
easily adapt to changing customer
bases and consumer tastes.

For more on how we are positioning our
portfolios, please contact your investment
advisor or ideas@bigsurpartners.com

!Defined as earnings before interest, taxes, depreciation and amortization.
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As the world moves from the industrial era to the digital age, power is shifting and fragmenting at greater
speeds. Power in a digital world is about access. Existing “big brand” businesses need to understand this
shift and position themselves to survive and thrive in an environment where entrepreneurs and startups
enabled by access to technology are genuine threats. A great example is the U.S Food sector, where the
top 20 manufacturers continue to lose market share to new startup food companies in “niche” markets.
Such companies are able to grow quickly through the use of social media, starting off locally, then
expanding to state, national, and even global levels.

Technology has reduced barriers to entry

Technology ~ has  reduced product Loyalty, by Generation 203 wketing
ba rri ers Of e ntry for new "Which of the following statements comes closest to your view, even if neither is exactly right?"
® When I find a product I like, I tend to buy it repeatedly

Companies providing them m I like to try out different products, even when I know there's one I like
7’

eXiStecL let bfecalee tr]e |||||||||I “““llll |||||““\ |||||||||I |||||IIIII

consumer “belo nged” and was All adults Gen Z (18-21) Millennials (22-37) Gen Xers (38-53) Boomers (54-72)

[IXY]
.

with an opportunity to expand
and flourish in an expedited
manner. Previously, customers
were loyal to one brand, not
only because few brands
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Based on a survey of 2,202 US adults

loyal to the few brands they
were familiar with in the past.
Brand loyalty is undergoing a transformation — for example, the graph below shows how product loyalty
by generation has changed dramatically. Baby Boomers (ages 54-72) “stick” to one product, while
younger generations such as Millennials (ages 22-37) and Gen Z (ages 18-21), tend to be more open to
trying new brands. This is also a result of the fact that Millenials and Gen Z have been exposed to a greater
variety of brands and consumer experiences through new technological platforms (such as smartphones
and the use of social media).

The internet has made it easy for consumers to (1) access brands from all around the world, (2) have more
information about those brands from reviews and ratings, and (3) be exposed to digital market places

IH

where small “niche” producers can offer their products in a simple and less costly manner.

Startups have taken advantage of these lower barriers of entry enabled by technology to push their
products to niche markets. Customer tastes have fractured into diverse “niche markets”, and brands are
focusing more on “values” than just product differentiation.

In the food space, some want gluten-free., while others seek low-carbohydrate or keto diets. Many want
simpler ingredient lists and virtuous treatment of workers and animals. Those who can afford it look for
artisan foods, in lieu of megabrands. Some examples of new startups which illustrate such growth include
but are not limited to Bulletproof 360 in the coffee space, or Dirty Lemon on the beverage side. Big food



>m»:—'}«o

The Thinking Man’s Approach

manufacturing firms can purchase these young startups, or they can build their own versions. However,
the window for acquisition and new brand creation can be limited. Once startup brands like Bulletproof
attract a cult-like following and build out their brand portfolios, it may be too late for the likes of Coca-
Cola, Nestle, or Dr. Pepper Snapple Group to catch up.

As a consequence of this trend in the Fast-Moving Consumer Goods sector (FMCG), $22 billion in industry
sales has transferred from large to smaller companies in North America between 2011 and 2016,
according to the Boston Consulting Group. The market share of smaller companies in consumer goods
grew from 23% to 26% over this period. As a result, 34 of the 50 biggest consumer companies have slower
sales and profit growth according to Bain. However, this does not mean that global demand has stalled
for consumer products; demand has increased, just not for the historical “big” brand names.2

Brand Cycles are Shortening

Some of the most recognized and valued brand names (like Kraft-Heinz, Campbell Soup, Mondelez, Coca-
Cola and McDonald’s) of the twentieth century are finding that their magic is fading. Professor
Damodaran states: “Using my life cycle terminology, these companies are ageing, and no amount of
financial engineering or strategic repositioning is going to make them young again.”

The shift to online shopping has opened infinite shelf space for niche and entrepreneurial products.
Reviews on Amazon.com and other online retailers are leveling the playing field. Thus, it is very difficult
for large corporate brands to sell a similar product at higher margins for longer periods of time.

A major pillar of conventional value investing is that while technology, cost efficiencies and new products
are all competitive advantages, brand name is the moat that can generate the most value. Again, that
statement reflects a truth, which is that brand names last long (often stretching over decades), but even
brand name benefits fade as customers tastes change and companies seek to go from local to national,
from national to regional, and from regional to global.

Intellectual capital is the main value driver

Another critical trend is the increasing importance of intellectual capital and applied Information
Technology (IT) to the operative structure of companies across all industries. And this applies just as much
to the “old economy” as it does to “new economy” industries. Business spending on hard assets is
generally larger, more cyclical, and more volatile than spending on soft assets. IT “soft” projects tend to
be initiated when businesses are looking for increased security and / or efficiency, while brick-and-mortar
projects tend to be put in motion when existing capacity is becoming strained.

For example, restaurants are seeing a huge shift to delivery, and as such have needed to incorporate more
pieces of software than before. In addition to all the electronic order and delivery platforms they are now
plugged into, they also need to deal with payments systems, HR software, and inventory management
software. And right now, many of those applications do not interact or connect to one another. Thus for

2 Daneshku, Scheherazade. “Consumer goods: big brands battle with the ‘little guys’”, Financial Times, (https://www.ft.com/content/4aa58b22-
1a81-11e8-aaca-4574d7dabfb6).
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example, a food tech company, Ingest.ai (created by a former IBM Watson engineer) promises to extract
and connect the data from all of those disparate software pieces and tie them together to give restaurant
owners a holistic, data-powered view of their business. Some large restaurants like Domino’s Pizza are
considered IT companies that sell pizza. Domino’s is the envy of many across the space due to its
proprietary, technology-driven, low-cost and top-of-mind delivery model. Companies like McDonald’s are
catching-up, while others like Burger King that had focused on cost-cutting and not R&D, digitization and
social media, have been sector laggards.

Conclusions and investment implications

As consumers change their tastes, their habits and their interaction with technology, we detect a few
trends with potential investment implications:

1. Hyper- fragmentation of product and consumer markets has significant investment implications.
While large companies still produce for the mass market, the world is increasingly attracted to smaller
and unique brands. As a result, Venture Capital - backed startups (and Private Equity - backed small
food companies) might provide an alternative investment opportunity to the old and under-
performing public food companies and brands.

2. In the supermarkets sector, Large Cap U.S. Food Stocks vs. Smaller Brands
companies with a strong private Measured Channel $ Growth - YoY
labelling business have shown to
be able to outperform. A 5.0%

company that has been in BigSur’s 0%
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Investment guru, Warren Buffett
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According to Nielsen Data,
Private-label brands have gained
more than a full percentage point
of market share since 2011,
reaching an estimated 19.5% last year.3
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3. Defensive sectors seem to be shifting — for example “Big Food” is not as defensive as it used to be,
while other sectors such as Software seem to be more “recession-resistant” and able to adapt to
diverse economic cycles. The digitization of everything is causing the 4th Industrial Revolution, and
is disrupting all industries. We believe software is an interesting space because it spans almost all
major industries and sub-industries. In an economic downturn, many companies shift to digitizing

3 Please see “Important Disclosures & Disclaimers” section at the end of the materials.
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and automating systems, which could continue to push software forward even through market
turbulence.

Additionally, as per Gartner Proprietary Research, the software sector is already the largest global
sector of the global economy (followed by the Financial Services sector), with over $7 Trillion in
market cap; and is the fastest growing global sector, projected to reach $20 Trillion in market cap by
2024. For some analysts, even sectors as Artificial Intelligence/ Machine Learning, Robotics, Cloud
Computing and Blockchain Technology could prove to be more “recession-resistant” than historic
defensive sectors, like Big Food, Supermarkets and Restaurants.
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4. Underweight Big U.S. Food Companies — Technology has decreased the barriers of entry for new
consumer products. Social media has allowed these products to reach their ideal consumers without
massive marketing budgets. Shorter “brand cycles” have major implications for large multinational
consumer companies. The combined market share of the top 20 packaged-food companies fell to
42.4% last year from 46.8% in 2011.

Much of the lost share has gone to niche and entrepreneurial brands. The expected time horizon for
big brands to generate outsized margins for new and existing products has shortened. Thus, the net
present value of those cash flows gets reduced. As such, a company like Kraft Heinz recently took a
charge of over $15 billion for impairment of goodwill, which can be interpreted as they having
overpaid for the acquisition of a brand name years ago.

5. Inthe Big Food Globalized Market: we tend to favor European over U.S. companies — European food
companies, including Unilever and Nestlé, we believe are better-positioned than their American peers
for two reasons: (1) they originate from countries that are small relative to the U.S.—Unilever is Dutch
and British, and Nestlé is Swiss, and were therefore forced early on to expand into diverse markets
with localized tastes, which positions them well to operate in the current environment of fragmented
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food demand; (2) they also have ample exposure to emerging markets, where growth is relatively
fast.

6. Focus on companies with a robust tech platform — Take the example of Costco Wholesale in the
supermarket sector, which deploys its customer data intensively to help drive more effective
marketing and generate predictive analytics for customer demand through targeted e-mails and
online advertising. Costco has achieved healthy same-store-sales growth numbers of above 5% by a
concerted effort to enhance its e-commerce experience and omnichannel capabilities, highlighting
the improvements it has made in its website to drive growth, and its partnership with Instacart.*

Another example, in the restaurants sector is the leader in U.S. pizza delivery, Domino’s Pizza. The
company has focused in creating the best IT platform in the industry which connects to its loyalty
program “Points for Pies” (loyalty points when customers submit pictures of pizzas from competitors).
This program is a catalyst to drive app downloads and brand participation. The company is driving
positive “same store sales” through innovative messaging, increased marketing, and new innovative
products.

4 “What’s to watch for in Costco’s Fiscal Q2 Results”. Forbes. (https://www.forbes.com/sites/greatspeculations/2019/03/05/what-to-watch-for-
in-costcos-fiscal-q2-results/#5d852bdc5cd1)
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Important Disclosures and Disclaimers

This material is distributed for informational purposes only. The discussions and opinions in this article are for general information only
and are not intended to provide investment advice. While taken from sources deemed to be accurate, BigSur Wealth Management,
which does business as BigSur Partners, LLC, (“BigSur” or the “Adviser”) makes no representations about the accuracy of the information
in the article or its appropriateness for any given situation. Certain information included in this article was based on third-party sources
and, although believed to be reliable, it has not been independently verified and its accuracy or completeness cannot be guaranteed.
Any statements regarding future events constitute only subjective views or beliefs, are not guarantees or projections of performance,
should not be relied on, are subject to change due to a variety of factors, including fluctuating market conditions, and involve inherent
risks and uncertainties, both general and specific, many of which cannot be predicted or quantified and are beyond our control. Future
results could differ materially, and no assurance is given that these statements are now or will prove to be accurate or complete in any
way. This article may include forward-looking statements. All statements other than statements of historical fact are forward-looking
statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that
the expectations reflected in such forward-looking statements are reasonable, we can give no assurance that such expectations will
prove to be correct. Various factors could cause actual results or performance to differ materially from those discussed in such forward-
looking statements. BigSur shall not be responsible for the consequences of reliance upon any opinion or statements contained herein,
and expressly disclaim any liability, including incidental or consequential damages, arising from any errors or omissions.

”u

The companies discussed herein, are for illustrative purposes only and do not represent past or current recommendations by BigSur. This
article is not intended to provide personal investment advice and it does not consider the specific investment objectives, financial
situation and the needs of any specific investor. Views regarding the economy, securities markets or other specialized areas, like all
predictors of future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. Any securities or
products referenced BigSur believes may present opportunities for appreciation over the subsequent time periods. BigSur closely
monitors securities discussed and client portfolios and may make changes when warranted because of evolving market conditions. There
can be no assurance that the securities and performance included or referenced in the article will remain the same and investment
strategies, philosophies and allocation are subject to change without prior notice. Specific securities or companies identified and
described may or may not be held in portfolios managed by the Adviser and do not represent all the securities purchased, sold, or
recommended for advisory clients. The reader should not assume that investments in the securities identified and discussed were or will
be profitable. BigSur may change its views on these securities at any time. There is no guarantee that, should market conditions repeat,
these securities will perform in the same way in the future. Any referenced securities and their respective returns reflect the
reinvestment of income and dividends, but do not consider trading costs, management fees, and any other applicable fees, expenses,
and various factors including account restrictions, guidelines, the timing of investments, and cash flows that may affect the investor’s
actual return and performance. Please refer to Part 2A of BigSur’s Form ADV for a complete description of fees and expenses.
Hypothetical performance results may have inherent limitations.

Target exposures included in this article may differ between clients based upon their investment objectives, financial situations and risk
tolerances. Investments in general involve numerous risks, including, among others, market risk, default risk and liquidity risk. No security
or financial instrument is suitable for all investors. Securities and other financial instruments discussed in this article, are not insured by
the Federal Deposit Insurance Corporation (“FDIC”). The income and market values of the securities stated on this article may fluctuate
and, in some cases, investors may lose their entire principal investment. Past performance is not indicative of future results. This
information is highly confidential and intended for review by the recipient only. The information should not be disseminated or be made
available for public use or to any other source without the express written authorization of BigSur. Such distribution is prohibited in any
jurisdiction dissemination may be unlawful. Please contact your investment adviser for advice appropriate to your specific situation.



