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August 8, 2018 

Dear Partners and Friends, 

After the fun of last quarter, US markets resumed a slow and steady climb these last few months, even while 
US-China trade tensions continue to intensify (for reference, the Chinese A-share markets are down almost    
-17% from their highs this year, but you wouldn’t know it sitting in the US). 

In the second quarter of 2018, our portfolio was up +5.7% (net of fees), with our cash balance continuing to 
decline.  Comparatively, the S&P 500 was up +3.4% and the MSCI World index was up +0.3% during the 
same time period.  This brings our annualized return since inception to +15.2% (net of fees), vs. +10.5% for 
the S&P 500 and +7.6% for the MSCI World index. 

Time Period Hayden      
(Net)1 

S&P 500 MSCI World 
(ACWI) 

Avg. Cash 
Exposure2 

      2014 3 (4.92%) 1.29% (0.91%) 55.22% 
2015 17.23% 1.37% (2.22%) 26.31% 

 

 

 

     

1st Quarter (0.23%) 1.35% 0.43% 22.53% 
2nd Quarter 1.23% 2.46% 1.63% 27.64% 
3rd Quarter 5.04% 3.85% 5.10% 32.60% 
4th Quarter (2.06%) 3.82% 1.05% 21.07% 

2016 3.90% 11.95% 8.40% 26.03% 
     

1st Quarter 0.96% 6.07% 6.91% 18.75% 
2nd Quarter 12.62% 3.09% 4.68% 13.16% 
3rd Quarter 1.01% 4.48% 5.08% 13.66% 
4th Quarter 11.64% 6.64% 5.73% 14.35% 

2017 28.22% 21.82% 24.35% 14.98% 
     

1st Quarter 6.61% (0.76%) (0.54%) 12.58% 
2nd Quarter 5.69% 3.43% 0.30% 8.74% 

2018 12.67% 2.65% (0.25%) 10.65% 
     

Total Return 67.30% 43.74% 30.28% 21.22% 
Annualized 15.23% 10.51% 7.56% - 

                                                 

1 Hayden Capital returns are net of actual fees.  Individual client performance may differ based on fee schedule and date of funding. 
2 Includes Cash and previously an Inverse S&P 500 ETF, which allowed us to decrease our long exposure without paying taxes on profitable 
positions. 
3 Hayden Capital launched on November 13, 2014.  Performance for both Hayden Capital and the indexes reflects performance beginning on this 
date. 

79 Madison Ave, 3rd Floor 
New York, NY. 10016 
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Performance Since Inception 
 

 

Besides our new investment in iQiyi (IQ) at the end of last quarter (see our Q1 2018 letter, and discussed 
below), we haven’t done much with the portfolio these past few months4.  There have been a few small 
additions / trims to existing positions here and there, but largely our portfolio has remained idle.  In order to 
achieve the magic of compounding, it’s often best to get out of the way, and let our investments do their 
thing. 

Under my most optimistic scenario, I’ll be able to find us a few more great companies at the right prices, to 
be fully invested within the next few years.  At the same time, we’ll continue to upgrade the portfolio, from 
less attractive investments nearing the end of their business lifecycle, to those with longer and more durable 
runways ahead. 

 
Lessons From Asia 
 
Currently I’m writing this letter from Asia, where I’ve spent last couple weeks in Shenzhen, Singapore, 
Jakarta, Seoul, and Hong Kong.  Part of the thesis when I originally started Hayden, was that as the world 
becomes more global, there are lessons to be learned from studying the evolution of business models abroad 
& applying those case studies to how businesses would develop domestically, as well as vice versa.   

Few investors have the opportunity to look across borders, and thus their knowledge base is extremely siloed 
(for example, “US Small Cap Consumer”).  I firmly believe this creates an opportunity for longer-term 
investors who are willing to break this mold, and be open-minded enough to recognize that sometimes the 
US business models & practices aren’t always best. 

In particular, I’ve spent a lot of time studying China.  This isn’t just because of my family background there 
(although it helps) – but rather because I believe successful business models are a function of evolution & 
adaptation – aka [survival of the fittest] X [access to capital].  My theory is the business models that can scale 
globally, and create astronomical wealth in the process, are those that have been battle-tested thoroughly in 
                                                 

4 Although impossible to prove, I believe its likely the US-China trade war rhetoric helped us get a very attractive price on our iQiyi purchase, as 
enthusiasm waned for Chinese stocks in the weeks around the IPO. 

http://www.haydencapital.com/wp-content/uploads/Hayden-Capital-Quarterly-Letter-2018-Q1.pdf
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their domestic markets first.  Think of it as a Darwinist process, where out of 1,000 startups, the weakest 
business models will fail, and only the strong adapt, survive & get funding5.  By the time they arrive on the 
global stage, they’re already the best of the best in their home country, and thus have a strong chance of 
having evolved the best model for succeeding elsewhere too6.  It’s even better if that home country was 
populous, entrepreneurial, had demanding customers, and formidable competitors who put up a fight7.  For 
this reason, it’s also more likely that the best business models from a >1 Billion population market will be 
more durable than one from a 5 million population market. 

Traditionally, this segment has been dominated by the United States – where a culture of entrepreneurship + 
relatively large homogenous culture (#3 population globally) + richest economy / domestic market to sell to 
+ willing venture investors to fund startups, have created a perfect environment to nurture future global 
businesses. 

But this is starting to change.  On the startup side, the rise of Chinese interest giants like Alibaba and Tencent 
and others, have created “role models” for wealth creation and have spurred a whole ecosystem of startups in 
recent years, who are all chasing the “startup dream”.   

Similar to the US, China is starting to develop a culture of entrepreneurship / risk-taking + has a large 
homogeneous culture of 1.4 billion people + is the world’s second largest economy / domestic market + has 
growing ecosystem of venture capitalists.  For instance, one just has to look at the number of co-working and 
startup incubators that have emerged in cities like Beijing, Shanghai, and Shenzhen to appreciate this trend. 

Top 20 Internet Companies, By Valuation 
From Kleiner Perkins 2018 Internet Trends (May 2018) 

  

On the funding side, for the first time, Chinese VC investment has surpassed that of North America in Q2 
2018 – taking 47% of global VC funding vs 35% for the US.  It’s important, since even if you have the 

                                                 

5 Adapting is key.  It’s why there’s the idea of launching a “minimum viable product”, and listening to your customers, iterating your product, and 
honing it to be “perfect” for the consumer’s needs while already on the market. 
6 My other thesis is that consumers are becoming more homogenous around the world.  For example, many of the “luxury” experiences in 
developing countries are Western brands, Western-style malls, restaurants, etc.  While there can be an argument that this is a sad loss for a 
country’s cultural identity, the trend is there, and it’s only natural for people to look towards the “rich” on guidance for what to aspire to.  Much of 
this has been accelerated by the internet too, as information and brand messages spread instantaneously via social media across borders. 
7 This is partly why Japan excelled at technology in the 1980’s.  Their consumers were the most picky, which forced Japanese companies to “up 
their game”.  By the time they got on the world stage, other countries were comparatively far easier to please. 
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heartiest plant species, it still needs to be watered (i.e. VC funding) in the early stages to grow.  Granted, a 
large chunk of this funding was associated with the latest Alipay / Ant Financial round.  But even excluding 
this, China still makes up a sizable 36% of global funding (and growing…). 

Global Venture Capital Funding – By Dollar Volume 
From Crunchbase.com (LINK) 

 

All of this points towards a rosy outlook for China’s startup scene, and some innovative business models to 
emerge from the ecosystem in coming years.  But don’t get me wrong, it’s still not easy to find great 
businesses, and there are some crucial nuances for investors (especially those sitting 10,000 miles away) to 
understand, that differ from the Western tech ecosystems.  These are just a few, for illustration…  

(Note: I don’t have time to discuss all of them in-depth here, but would be happy to dive deeper into these offline with our clients 
anytime). 

Playing A Game of “Go” 

Why would Tencent, a predominately gaming, social media, and payments platform, invest in a bike sharing 
platform (LINK)?  Or what about JD, an e-commerce platform, investing in a real estate business? 

The best analogy I’ve heard for these often seemingly puzzling moves, was that these tech conglomerates are 
playing a game of “Go” (LINK).  Often in the game, you may put a piece far away from where the action is in 
order to stake your territory (for instance, placing a piece in the top left corner of the board where it’s empty, 
rather than continuing to place pieces in the bottom right, where you’ve been battling it out).  The idea is that 
eventually the entire board will be filled – sooner or later, the battle will get to the other side.  It’s better to 
stake your territory now, regardless of how far-flung it may seem, since it’s easier to defend that section later 
on, if you already have pieces in play. 

This idea is very powerful, especially in China’s tech ecosystem, which is dominated by Tencent & Alibaba 
(and unlikely to have any upcoming serious competitors).  On top of this, there are often exclusivity 
agreements attached to these investments – if Alibaba invests in a company, typically they will include a clause 
that the investee can’t raise money from any entities associated with Tencent (and vice versa).  In fact, this 
even applies to investment bankers, with major banks having to choose sides (LINK).  In certain cases, it may 
even make sense to “defensively” invest (i.e. throw away) some money on a firm, just to make sure your 
competitor can’t use that piece against you later on. 

https://news.crunchbase.com/news/in-q2-2018-global-vc-scales-tipped-in-favor-chinese-startups-over-north-america/
https://techcrunch.com/2017/01/04/mobike-series-d-215-million-tencent/
https://en.wikipedia.org/wiki/Go_(game)
http://fortune.com/longform/alibaba-tencent-china-internet/
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It’s only by understanding this dynamic, that investors can understand the rationale behind these tech 
conglomerate’s moves.  They’re just playing a real-life game of Go. 

Ads, Ads, Everywhere 

There are ads everywhere in China.  Everywhere you turn, there’s shining blinking lights, people yelling at you 
to coming into their stores… someone is always trying to get your attention.  I’m even afraid of stopping to 
look at menu outside of a restaurant for more than 10 seconds – as I know any longer, and a waitress is going 
to come out and start giving me the “hard sell” about how great their menu is. 

In a country of 1.4 billion people though, this aggressive in-your-face style, is pretty rational.  If you aren’t, 
good luck getting a seat on the metro, buying a house, a table at Starbucks, or convincing someone to choose 
your restaurant vs. the 20 others on the same block.  Every day feels like a competition for resources.  To 
survive, you have to be aggressive (which is often perceived as rude by Westerners, myself included).  It’s 
become in-grained in the culture. 

This dynamic is pervasive in the digital sphere too.  Turn on the TV, and you’ll see a ton of advertisements / 
product placement.  What may look like a distraction / turn off to Westerners (ie. “why would anyone ever 
want to watch a show with this many ads or brand sponsorships”) is just the norm to Chinese viewers.  For 
example, I was watching a random Chinese reality TV show, and the entire show was basically an 
advertisement for Pinduoduo – the logos on the screen, the name tags, the pillows in reality show’s house, 
where the reality star got his deliveries… the entire show was sponsored by the company8. 

Pinduoduo TV Sponsorship & Product Placement 
On August 4, 2018 

 

As for e-commerce, I remember reading a funny quote a while back, where a JD customer described 
Amazon’s China website “as bland as plain water”.  Instead, he preferred JD’s bright colors, pop-ups, and 
flashing lights, which made him “feel festive and in the mood to shop” (LINK).  What seems obnoxious to 
those of us in the United States, is “festive” to others. 

The point is, there are subtleties to the culture, which may seem counter to Western business models.  It’s 
helpful to be aware of these.  

                                                 

8 On a side note, so much for Pinduoduo’s claim of an “efficient” customer acquisition model via social referrals… if they were able to acquire 
customers so rapidly and efficiently via other advertising channels, it’s doubtful they’d do this. 

https://www.foxbusiness.com/features/why-amazon-isnt-ready-for-prime-time-in-china
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Number of Quality Companies & Culture of Investing 

Lastly, something that has surprised me on this trip, is the sheer amount of exposure Asia-based investors 
have chosen to US stocks.  Almost consistently, when asking Singapore or Hong Kong based investors 
(granted my sample may be biased, since these are mostly concentrated, “quality” investors) what their 
portfolios look like, something like 90% of it will be in U.S. companies.  Why do they choose to invest 
halfway around the world in a foreign market, when there are a similar number of US public companies as 
Chinese ones?9 

The consistent answer has been that most listed companies in Asia are sh*t10.  Disclosure tends to be horrible, 
mainly because these businesses aren’t run with the public shareholders in mind.  For example, one of my 
clients in Singapore brought up a good point: for instance, many families (especially in small & mid cap land), 
list their businesses publicly.  This isn’t to raise money or grow the business, but rather to have a public 
“currency” for their ownership stake, so that they can have better standing among their private bankers.  By 
having a publicly traded stock which they can point a definitive value to, the family can use it as collateral to 
borrow more money for their outside investments, such as real estate. 

Investors need to be especially wary of this for investments in conglomerates with “sum of the parts” 
situations – typically where the holding company’s shares trading at a significant discount to the combined 
value of listed subsidiaries.  It’s more likely for the subsidiary values to be artificially inflated (especially if 
there’s no logical reason for them to be public in the first place), for alternative reasons other than “unlocking 
value”. 

These types of issues are symptomatic of an immature market, where there’s a lack of an “investing culture”.  
For instance, less than 7% of Chinese households own stocks, compared to over 55% for the US11.  Over 
70% of trading volume is dominated by retail investors, which results in wild swings in stock prices.  This 
creates a negative cycle, whereby: 

 Few households treating stocks as a place for serious investment (rather than a place for speculation), 
leads to…  

 High volatility, which means…  
 Fewer “quality” companies wanting to list on Asian exchanges (they only list if they can’t raise money 

elsewhere or have alternative motives), which creates… 
 A pool of lower quality public companies due to this adverse selection, leading to… 
 Few households choosing to invest in stocks, and preferring real estate as the “safer” store of wealth. 

Eventually, this cycle will break as the market matures, just as it did in the United States post-1930’s.  I’m still 
trying to figure it out, but it will be interesting development to watch.  We’re starting to see some signs of 
change happening already12. 

 

  

                                                 

9 There are ~5,300 stocks listed on the NYSE & NASDAQ, while there are ~4,600 listed across Shenzhen, Shanghai, and Hong Kong. 

10 The running joke in Singapore, is if you can’t list in Hong Kong, you list in Shanghai.  If you can’t list in Shanghai, you list in Singapore. 
11 Chinese Stock Ownership Rate (LINK); US Stock Ownership: (LINK). 
12 Anecdotally, there seems to have been more interest in “fundamental” investing in China, over the last few years.  For example, “Value 
investing” groups are sprouting up in major cities, there are numerous Chinese language podcasts on the subject, and look no further than the 
annual Berkshire meeting in Omaha, where close to 10% of attendees this year were Chinese (LINK). 

https://www.thebalance.com/china-stock-market-shanghai-shenzhen-hong-kong-3305480
https://news.gallup.com/poll/182816/little-change-percentage-americans-invested-market.aspx
https://www.newsmax.com/finance/streettalk/chinese-investors-buffett-berkshire/2018/05/07/id/858868/
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Portfolio Updates 
 
Amazon (AMZN): A common fear among investors, is that Amazon is getting too big and that its growth 
with eventually slow due to the law of large numbers.  It’s already one of the most valuable companies in the 
world, and its boxes are omnipresent across much of the United States.  At almost $900BN in market cap, it 
can’t possibly keep growing at 20%+ growth rates for much longer, right? 

Obviously, I disagree, as illustrated by our ownership in the company – and especially in today’s world of 
winner-take-most type business models, where the real winner is the consumer13 (I touched upon this concept 
in our Q3 2017 Letter, LINK). 

Along this vein, I recently came across a few charts from Empirical Research, which I found interesting.  It’s 
nothing ground-breaking, but it does a good job of illustrating Amazon’s ample room to grow ARPU and 
market share, particularly when viewed versus case studies of its peers (especially Walmart in its glory days). 

In terms of ARPU, Amazon is still far behind its archrival Walmart, at ~$800 annually per existing customer 
vs. Walmart at ~$1,800.  The cause of this $1,000 gap, is largely explained by the significant amount of 
groceries Walmart sells, and explains why this is the next “battleground” for Amazon14.   

For example, the average household spends $150 per week on groceries, or ~$60 per person. 15  This equates 
to ~$3,100 per year. 

Amazon Still Has Room To Grow ARPU 
From Empirical Research Partners – The US. Consumer Report (May 2, 2018) 

 

                                                 

13 Unlike monopolies / oligopolies of the past, where the excess profits were kept to line the owners’ pockets, the “quasi-monopolies” today pass 
on these excess benefits to scale to their customers.  In this way, these business models ingeniously encourage their customers to cheer as these 
businesses grow bigger (rather than storming to congress & screaming “monopoly!”), since it usually means even more value to themselves. 
14 As an aside, Chinese e-commerce companies are fighting a similar battle, in a signal that business models and strategies are converging globally.  
Alibaba has its Hema stores, and JD has 7Fresh & Jingdong Daojia. 
15 Gallup surveys indicate American households spend $151 a week on food on average, with higher-income households spending $180 per week 
(LINK).  There are ~2.5 members per household. 

http://www.haydencapital.com/wp-content/uploads/Hayden-Capital-Quarterly-Letter-2017-Q3.pdf
https://news.gallup.com/poll/156416/americans-spend-151-week-food-high-income-180.aspx
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Last August, Amazon bought Whole Foods for $13.7BN, and just 3 months later had already returned Whole 
Foods sales growth around to 4.4% y/y, vs just 0.6% the quarter before (prior to the deal closing)16.  But even 
while these brick & mortar numbers are impressive, the real benefits of the acquisition lie online. 

Today, Walmart is the “top dog” in the brick & mortar grocery market (in 2016, Walmart + Sam’s Club 
accounted for 21% of total US grocery sales, LINK).  But online, the tables have flipped.  Reports indicate 
Amazon is now the leader in the online grocery market, with 18% market share vs. Walmart at just half that 
(LINK).  As of Q2 2018, Amazon already generated $650M ($2.6BN annualized) in online grocery sales17. 

Although the industry is relatively nascent, Nielsen predicts online groceries to account for 20% of total 
grocery sales by 2025, equal to $100BN in annual sales (~9x larger than today, or a 32% CAGR)18. 

** 

Prior to the Whole Foods acquisition, Walmart certainly had a competitive advantage in the online grocery 
market.  Amazon had tried for years with its Amazon Fresh initiative, with disappointing results.  For 
example, the service first launched in Seattle in 2007 and didn’t roll out to other cities for years as Amazon 
tinkered (and failed) with the model (LINK).   

Cold-chain logistics was a completely different infrastructure than Amazon’s traditional non-perishable 
market, and more of a challenge than they expected.  The nature of groceries is that the items have a relatively 
low value-to-weight ratio, and even worse, deteriorate in quality / value rather quickly19.  From the second the 
veggies are plucked from the ground, it’s a race against the clock. 

For example, in a sign of its struggles with fresh delivery, Amazon even launched a pick-up service in early 
2017 (prior to the Whole Foods deal), where customers could order their produce online and pickup via a 
drive-thru (versus having previously insisted on the benefits of a delivery-only model.  By doing so, Amazon 
seemed to admit they couldn’t solve this portion of the business model). 

The only solution was a highly dense network of refrigerated warehouses, which was expensive to build, and 
hard to justify given it had few synergies with Amazon’s core non-perishable business of selling electronics, 
laundry detergent, etc. 

Then came Whole Foods.  By acquiring the company, Amazon gained access to a network of over 400 
refrigerated warehouses overnight, located within 10 miles of 80% of US population.  More importantly, 
many Prime members are also customers of Whole Foods (both skew towards higher income households), 
and thus covers an even higher 95% of Prime households (LINK).  By integrating Prime benefits with Whole 
Foods, Amazon is driving increased loyalty to the Prime & Amazon brands, while gaining a foothold in a 
rapidly growing market experiencing +30% growth y/y (and thus taking share from Walmart & other 
competitors as consumers become used to buying groceries online). 

** 

                                                 

16 From Whole Foods 2017 Annual Report (LINK). 
17 This is likely just the beginning, as over 40% of this was in cold beverages & coffee, which don’t utilized Amazon’s newly acquired cold-chain 
logistics network.  As Whole Foods is integrated over time, I expect to see other “traditional” perishable grocery categories gain share. 
18 Forbes.com, “Online Grocery Sales To Reach $100 Billion In 2025; Amazon Is Current And Future Leader” (LINK). 

19 You can’t ship a bag of tomatoes from California to NYC, cost-effectively or without it turning mushy by the time it arrives. 

http://www.businessinsider.com/where-americans-are-buying-their-groceries-2017-6
https://www.prnewswire.com/news-releases/one-click-retails-2017-grocery-report-reveals-amazon-captured-18-of-the-us-online-grocery-market-300583074.html
https://www.seattletimes.com/business/amazonfresh-set-to-expand/
http://www.latimes.com/business/la-fi-amazon-logistics-delivery-20170616-story.html
https://www.sec.gov/Archives/edgar/data/865436/000086543617000238/wfm10k2017.htm
https://www.forbes.com/sites/pamdanziger/2018/01/18/online-grocery-sales-to-reach-100-billion-in-2025-amazon-set-to-be-market-share-leader/#6fe9e75162f3
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The potential benefits to Amazon’s financials are significant, if they’re successful.  At a $100BN industry by 
2025, Amazon would add an additional ~$18BN in revenues by simply maintaining a 20% market share 
(similar to their current online grocery market share, and also Walmart’s offline market share). 

On top of this, case studies from Chinese tech-enabled grocery stores (Hema, for example) have shown that 
by integrating online & offline, margins can be multiples higher than the industry standard of ~1-2%.  This is 
because close to 50% of volume for each Hema store, is actually placed online, and thus the incremental costs 
of delivering from an existing (sunk cost) store within 30 minutes are very low (primarily in-store picking & 
delivery labor).   

For example, even the best grocers have a +50% cost of goods20, and industry averages for labor costs are 
~10% (LINK).  Using this simplistic back-of-envelope calculation, and assuming the store can handle the 
additional volume, we can see every incremental online order for Whole Foods is very profitable, at ~40% 
margins vs. the usual ~2%.  Even if this analysis isn’t exact, it’s clear that the grocery business is a high 
operating leverage model, and that any incremental volume via online channels are very profitable. 

Additionally, grocery has the added benefit of keeping the Amazon brand “top of mind”, due to the higher 
frequency of buying groceries (~6x per month, LINK), vs. Prime customers at our estimated ~2.5x per 
month. 

Amazon already has the same square footage of distribution centers as Walmart, which should give it the 
capacity to continue taking American’s wallet share.  Today, Amazon only has ~5% market share in overall 
US retail sales, but ~20-25% of incremental sales, implying there’s still a large opportunity to bridge that gap.  
Launching into the grocery vertical will help them do so, and help it fend off the “law of large numbers” to 
keep growth from plateauing. 

The next time you see this at your local Whole Foods, you’ll know why: 

Amazon Prime Member Discounts at Whole Foods 
From Google Images 

 

 

                                                 

20 For example, Whole Foods pre-acquisition was ~65% COGS, but this included rent costs.  Although not disclosed, rent for the industry is 
typically ~8-10%.  Kroger is also ~77% COGS, including advertising, warehousing, and transportation. 

http://www.workforce.com/2004/01/30/labor-and-benefits-expenses-in-supermarkets/
https://www.statista.com/statistics/251728/weekly-number-of-us-grocery-shopping-trips-per-household/
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iQiyi (IQ):  In our last letter, I vaguely talked about a new investment we made toward the end of the first 
quarter, nicknamed “Undisclosed Position #1” (I’m definitely not getting any points for creativity on that 
name).  I described why despite the company being at an earlier stage than any investment we’ve made before 
(it’s barely even gross profitable!), I felt it was prudent for us to build a small position in the company 
(LINK). 

Well, we’re done building the position, and I’m happy to say that position is iQiyi (NASDAQ: IQ).  At a 
high-level, what attracts us to the company is a combination of a strong industry tail-wind (as Chinese 
millennials increasingly shift leisure time to online video streaming) and a content strategy that we believe will 
provide a more durable moat vs. competitors, by building a core competency around niche, differentiated, 
original content that is hard to find through mainstream channels. 

We’re starting to see early signs of this paying off.  Paid subscribers are ~67M today and grew 75% y/y last 
quarter alone21.  At over ~400M “free” monthly users, almost ~50% of China’s internet population is using 
the platform on a monthly basis22.  While I expect the free user base growth to slow (it’s likely close to mature 
penetration levels), the key will be to convince these users to pay a monthly subscription fee, where they’ll 
have exclusive access to original content, and reduce the number of (very annoying) ads.   

This will be key, as paid subscribers generate 6.5x more revenue than free users.  Thus far, paid subscribers as 
a % of total users have rapidly increased, from only 3% in 2015 (11M paid subs) to ~15% in Q2 2018 (67M 
paid subs).  Some industry analysts expect this to hit 40% by 2022 (~250M paid subs). 

In terms of where the capital is going, the vast majority is being spent on content (72% of revenues) and 
marketing (13% of revenues), with both expenses geared primarily towards attracting paid subs.  Our analysis 
indicates that the company is getting very attractive returns on these investments (for instance, a ~245% 
return on Rap of China’s season 1), and IRR’s of ~55% on each subscriber it converts. 

We bought the shares at an average price of ~$17 in the weeks after the IPO, at a valuation of ~2.7x 2018E 
sales.  It’s hard to know exactly where margins will shake out when the industry matures, but traditional media 
distributors have averaged ~20 - 30% margins and Netflix at 12.5% margins.  As an example of the scalability 
of the business model, we estimate iQiyi’s incremental margins to be +80% for each new subscriber it signs 
on.  At $17, it was implying a ~20x “normalized margin” multiple (or lower) for a business I expect to grow 
+40% a year. 

Note, the stock is already up ~100% since our original purchase, and shares remain volatile.  There’s fears 
around competition from Tencent and the ability of the business to survive a prolonged content war (which 
obviously I believe they will).  During this time period, we haven’t sold a single share, and will likely add at the 
appropriate levels, and the company continues to execute (and thus de-risking the thesis). 

A few weeks ago, I presented the company at the ValueX conference in Vail, Colorado.  While I didn’t have 
time to dive into all the details of the thesis (I only had 15 minutes), I think the deck hits the key points of the 
investment, and illustrates the aspects of the business that I find attractive.  Anyone who’s interested, can find 
the presentation here (LINK).  Our investors can also reach out to me personally, and I’d be more than 
happy to walk through the case offline. 

  

                                                 

21 The CEO & Founder, Gong Yu, has said publicly he thinks they can grow paid subscribers at a 35% y/y rate over the next few years.  If 
accurate, this would put them at over 225M subscribers within five years. 

22 Free users are monetized via advertising (pre-roll, commercial breaks, product placement, banner ads, etc).  It’s a lot ads… 

http://www.haydencapital.com/wp-content/uploads/Hayden-Capital-Quarterly-Letter-2018-Q1.pdf
http://www.haydencapital.com/wp-content/uploads/Hayden-Captal_ValueX-Vail_Presentation_IQ.pdf
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Conclusion 
 
I’m constantly surprised at how many people actually read these letters, and even more surprising, in how 
many corners of the globe.  Over the last few weeks, whether it’s Shenzhen, Hong Kong, Singapore, or Seoul, 
I’ve met fellow investors who are familiar with Hayden’s work and have had great conversations around local 
business models / trends, who are the disrupters in those markets, understanding what my misconceptions 
are around the country, and what local investors think are the biggest opportunities23. 

I’m not writing this to brag or say Hayden Capital is ‘da shit (we’re not - and are still tiny compared to the rest 
of the investment world).  Rather I mention it, because it’s an interesting case study of how amazing quick 
information spreads nowadays (thanks to the internet), and how platforms have commoditized & 
democratized the way it’s spread.  On top of this, as investors, we need to constantly search for our blind 
spots – and as business models and capital flows increasingly cross borders, filling in this knowledge gap 
requires us to travel globally as well. 

By contrast, I recently met an investor in Hong Kong, who made some extraordinary returns investing early 
with several of the legendary hedge funds we know today.  The only way he found these managers 30 years 
ago, and halfway around the world, was by going to the local library and flipping through reports (something 
which most people could have done, but probably didn’t take the time to, and thus giving a significant 
advantage vs his peers)24. 

Nowadays, we have Twitter, dedicated investing websites, FaceTime, WeChat groups, email, among other 
platforms.  When a fund publishes a research report, it gets read in every continent at the same time.  For 
example, Bloomberg recently ran a profile about our last quarter’s letter – which the reporter discovered 
simply through word of mouth (LINK). 

Along these lines, an investor’s competitive advantage is no longer around “discovery” / turning over the 
right rock.  Every single rock has been turned over before, and looked at numerous times.  Rather, what sets 
investors apart is having the right frameworks to be able to recognize something “great” when you see it (see 
our Q1 2018 Letter, LINK).  Having a toolbox of “mental models” is more important today than ever. 

Similarly, the good news is if you’re an entrepreneur, investment manager, or public company, is this level of 
transparency means you can spend more time on your core product (focusing on adding the highest value to 
your customers), and if you do that well, investors or new customers will naturally find you25.  The bottleneck 
is no longer on “discovery” / worrying no one will find your amazing product. 

Today, the better your product, the easier it is to convince other people to buy, due to ranking higher on peer 
reviews (think CNET, Amazon, Consumer Reports, etc), and unlimited shelf space online.  New customer 

                                                 

23 On this note, I truly think “open-sourced” research is the future of the investment industry.  I recently listened to the Invest Like the Best 
Podcast interview, with Cathie Wood of ARK Invest (LINK).  I had never heard of her firm before this, but we seem to share very similar views 
on the subject.  I’d highly suggest listening to the interview, and I’m glad the investing field is moving in this direction. 
24 This is similar to Buffett flipping through Moody’s manuals in the 1950’s.  A simple computer stock screener would do the same task in about 2 
seconds today. 
25 Back in the day, you had to pay extraordinary amounts of money to launch a national TV campaign, bribe stores (for consumer products) / wire 
houses or financial advisors (for investment firms) with kick-backs to sell your product.  Today, an Instagram account and a website will do the 
job just as well. 

The benefits to scale from having a large marketing team or over-paid sales force are rapidly deteriorating – just ask the numerous, bloated asset-
management firms who built their businesses on marketing / “exclusiveness” / large distribution sales forces years ago, but forgot about focusing 
on their core product (good investment returns).  In the age of transparency, this model doesn’t work anymore & their asset bases are eroding 
quickly. 

https://www.bloomberg.com/news/articles/2018-05-08/the-hedge-fund-manager-who-thinks-like-a-top-chef
http://www.haydencapital.com/wp-content/uploads/Hayden-Capital-Quarterly-Letter-2018-Q1.pdf
http://investorfieldguide.com/cathie/
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acquisition costs become lower, plus the product becomes better for existing customers, encouraging them to 
repurchase in the future.  It’s a beautiful virtuous cycle. 

I mention this, because when I started Hayden, I had a vague notion of “if we do good work, add value to 
our clients, and put it on the internet, people will appreciate it & eventually find us.”  I wanted to create the 
“beautiful cycle” mentioned above, but in the investing field.  Despite the still early stage of Hayden Capital 
as a firm (our business thesis isn’t proven yet), so far my own expectations have been exceeded, and I have to 
thank our partners, fellow managers, and anyone who has read our material for that. 

We continue to be open to new, thoughtful partners who appreciate our investment approach.  I’ve always 
prided myself on trying to operate Hayden Capital the way I would want it to be done if I were an outside 
investor (because I am).  If we can simply curate a group of such similar-minded individuals, over the life of 
our firm, I’ll consider Hayden a success.  If you know someone who you think would be a good fit for our 
strategy and Hayden Capital, please have them reach out. 

** 

This semester, I will also be looking for an intern to join for the fall term.  Preferably, the intern would have 
some investing experience and an international background, with an interest in our particular style of 
investing.  But most importantly, I’m looking for a deep thinker & voracious reader, who has an insatiable 
curiosity about how different frameworks & trends fit together, and ultimately with the goal of understanding 
how the world works.  If you know a rare individual like that, please send them my way. 

This week, I will also be giving a seminar at the Hong Kong Society of Financial Analysts (the local Hong 
Kong CFA chapter).  It’d be great to have you join and meet in person, if you’re in the area (LINK). 

Last quarter, I ended our letter with this lovely table.  It’s such an important concept though, that I’ve decided 
you can bear with looking at it one more time.  More importantly, it’s not just money that compounds – it’s 
knowledge, relationships, physical health, personal networks, evolution / innovation… many aspects of life 
can be explained by this simple concept. 

As always, please reach out if there is anything I can help with.  You probably know which coffeeshop to find 
me at by now. 

 

Sincerely, 

 

Fred Liu, CFA 
Managing Partner 
fred.liu@haydencapital.com 
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http://www.hksfa.org/event_details_identity.php?id=850
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The information and statistical data contained herein have been obtained from sources, which we believe to be reliable, but in no 
way are warranted by us to accuracy or completeness. We do not undertake to advise you as to any change in figures or our views. 
This is not a solicitation of any order to buy or sell. We, any officer, or any member of their families, may have a position in and 
may from time to time purchase or sell any of the above mentioned or related securities. Past results are no guarantee of future 
results. 
 
This report includes candid statements and observations regarding investment strategies, individual securities, and economic and 
market conditions; however, there is no guarantee that these statements, opinions or forecasts will prove to be correct. These 
comments may also include the expression of opinions that are speculative in nature and should not be relied on as statements of 
fact.  
 
Hayden Capital is committed to communicating with our investment partners as candidly as possible because we believe our 
investors benefit from understanding our investment philosophy, investment process, stock selection methodology and investor 
temperament. Our views and opinions include “forward-looking statements” which may or may not be accurate over the long term. 
You should not place undue reliance on forward-looking statements, which are current as of the date of this report. We disclaim 
any obligation to update or alter any forward-looking statements, whether as a result of new information, future events or 
otherwise. While we believe we have a reasonable basis for our appraisals and we have confidence in our opinions, actual results 
may differ materially from those we anticipate.  
 
The information provided in this material should not be considered a recommendation to buy, sell or hold any particular security. 
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