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Let’s start with Hayden’s investment
strategy. Can you describe what you’re
looking for in a potential investment?

| hate style buckets, but if forced to, I'd say
we tend to be “GARP-ier” than your typical
value firm. We’re primarily focused on the
reinvestment opportunity sets a company
has and the longevity / duration of that
business. We're definitely not looking for
50 cent dollars, where the intrinsic value
will always be a $1 or worse even declining
in value. The problem we see with these
situations is that you need a catalyst for the
market to realize that valuation gap, and if
successful we’d have to sell and redeploy
that capital into something else. Time is
against you. Instead, we’re looking for 80
cent dollars, where we believe the value will
grow to $3 or $5 over time.

66 We're definitely not looking for 50
cent dollars, where the intrinsic value will
always be a $1 or worse even declining
in value. The problem we see with these
situations is that you need a catalyst for
the market to realize that valuation gap,
and if successful we'd have to sell and
redeploy that capital into something else.

For example, I've often found it helpful

to use a real estate analogy (although
definitely not perfect), since the tangible
and familiar nature is easier for many
people new to equity investing to visualize.

Simply, | am the type of person who’s
more comfortable buying a good house
in a gentrifying neighborhood with

growth potential currently yielding a 6%
unlevered return. If the neighborhood keeps
developing, and say the millennial hipsters
move in, rents in the area will go up and |
stand to make 12% returns on my invested
capital. If 'm wrong, and the neighborhood
simply stays as it is, I'm still yielding a fair return
in a nicer part of the city, where I’'m confident
the values will at least hold over time.

The opposite would be to buy in a much
worse part of the city, which doesn’t have
the “hipster” / gentrifying optionality. You
may get a 9% unlevered return, but would
be worrying every day if squatters are
taking over your property, if drug dealers
are opening up shop around the corner, or if
your tenants can even pay rent this month.
You may get a higher initial return, but
there’s limited growth potential, and what’s
more likely is that the residual value of your
investment may even decline over time.
| see this analogous to quality agnostic,
“deep-value” investing. You can make
money with this style of investing, but it’s
a lot of headaches, a very different skillset,
and something I’'ve determined I’'m not
suited for.

Our portfolio is highly concentrated, with
just 8 investments today.

So long as our companies are able to
smartly redeploy capital at attractive rates
(typically over 15% ROIC), we’re happy to
hold these positions until the opportunities
run out. Evidence of this is in our turnover,
which has been less than 20% a year. |
firmly believe that great companies with
these characteristics are tough to find,
and we pride ourselves in getting to know »
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them inside and out. We're also very lucky to have a
client base which allows us to take the long view, often
investing with a 10+ year outlook.

| think Zooplus is a great example of your strategy
in action. This is one your top picks profiled later in
the issue but it’s not much of a value stock in the
traditional sense. So, how does this business fit into
your overall strategy?
When analyzing an investment, we’re looking for four basic
principles. First, we're looking for a growing industry, with
a strong sustainable tailwind (i.e. the “pie getting bigger”).
Second, we want a company that is taking market
share within this industry, that we believe has a
structural “right to win” (i.e. “taking a bigger piece
of a growing pie”). Third, we’re looking for a great
management team that is entrepreneurial, has skin in
the game, has the right incentives, and has a long-term
view. A company can be in the right place at the right
time, and have a great opportunity set in front of it. But
if there’s the wrong leadership in place, all of this can go
to waste very quickly, and a competitor will inevitably
take your spot. Lastly, of course, we want an attractive
valuation, based upon our analysis of what a company’s
normalized earnings power would look like today if it
stopped its growth investments, as well as at maturity.
As explained in detail later, we believe Zooplus enjoys
four of these.
The core of our analytical process centers on the idea
that earnings growth is determined by the future ROIC
times the reinvestment rate of a company. Our analysis

opportunities for capital deployment, such as acquiring
new customers, price improvements, improving their
customers’ mobile experience, etc is very high. Given
this, we’re happy to see they’re plowing just about every
dollar of earnings power back into the business, and
thus the reinvestment rate is close to 100% (hence the
lack of earnings and high multiple).

You also like Interactive Brokers, a company that again
hardly fits the value template. Could you talk a bit
about this investment?

What you’ll notice about our portfolio, is that almost
none will fit the traditional “value template”, if that’s
defined as low-multiple stocks. And Interactive

Brokers is just one example of this. We'’re interested

in companies that are reinvesting capital back into

the business internally at high returns. Many of these
investments are expensed, so by definition profits today
will be low, and multiples will be high. The question
we’re always trying to answer is, what does the true
underlying earnings power look like, when this business
is at maturity and no longer needs / has room to invest
in its business?

66 The question we’re always trying to answer is,
what does the true underlying earnings power look
like, when this business is at maturity and no longer
needs / has room to invest in its business?

What attracted us to Interactive Brokers, is its focus
on low-prices in a semi-commoditized industry. While

indicates that Zooplus’ ROIC on current and future speed of execution and service matters, it’s really >
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the pricing that first attracts brokerage customers,
especially among the day traders and retail investors
that IBKR originally started with. As the firm grew, it
moved “up-market” and added suites of products for
the smaller professional fund managers — services like
performance reporting, managed accounts services,
portfolio rebalancing, tax reporting, etc. These are
products that before IBKR, fund managers had to
purchase on their own, often costing tens of thousands
each. Interactive Brokers single handedly lowered the
barriers to entry for starting an investment firm.

Usually when competitors see a disruptor as
successful as Interactive Brokers encroaching on
their space, they rush to take market share back. For
example, the company is growing new accounts at +25%
y/y. But with prime brokers, the opposite is happening.
Regulations and capital requirements since the financial
crisis have caused many of investment banks to deem
sub-$50 million investment managers too costly to
service. They’ve essentially given up on the market.
Additionally, this space has traditionally been a high
touch, labor-intensive field. The industry was always
operated under a very manual structure, requiring large
sales teams, operations, and compliance professionals.

But Interactive Brokers in many ways has the DNA of
a technology company. An overwhelming proportion
of their headcount is in software developers, whereas
most prime brokers would be skewed towards sales
people. This culture has allowed Interactive Brokers to
automate a formerly labor intensive process, and thus
have the lowest cost structure and therefore the ability
to offer the lowest pricing in the industry. Low pricing, a
comprehensive suite of services, and competitors who
don’t want their business, has meant smaller investment
firms have few other options when starting out besides
Interactive Brokers.

We've also noticed the company is starting to make
headway with larger funds in the last few years.
Anecdotally, we’ve seen many hundred million to several
billion dollar funds “multi-priming” with Interactive.
We’ve spoken with many of them, who claim Interactive
Brokers has better services, more functionality, and
greater depth of borrow for shorting, versus many of
their other (larger) prime brokers. But they’re forced to
keep the other prime brokers, because these investment
banks have better “brands”, which their investors trust
and is an easier sell to institutional investors. However,
we believe it’s only a matter of time before Interactive
Brokers become more well-known itself.

When it comes to discovering stocks, what makes you
say “yes” or “no”? What’s one essential trait that you
believe makes a winning business?

All else equal, I'd say quality of management and

their ability to recognize opportunity and execute is
most important. Imagine a company had 100 different
projects it could invest in. 99 projects generate 20%
returns on capital. The last project generates 5%, but
will create a much larger company, bring more prestige
to the CEO role, and justifies a larger salary for the
C-suite. Which do you think the lousy manager is going
to take, and which would an exceptional manager take?

I’'ve talked a lot about finding companies and
industries with lots of options available to them for
high-returning projects. But this is just the first step. On
top of this, you need to find a smart manager, with the
right incentives, who you trust will always take that 20%
project vs. the 5% one.

You’d be surprised how many professional CEO’s
choose the latter. As an investor, you can’t babysit a
manager and double check every decision they make
(although many activist investors try). It’s far easier and
less stressful to find a good partner from the get-go.

66 Imagine a company had 100 different projects it
could invest in. 99 projects generate 20% returns on
capital. The last project generates 5%, but will create
a much larger company, bring more prestige to the
CEOQ role, and justifies a larger salary for the C-suite.
Which do you think the lousy manager is going to
take, and which would an exceptional manager take?

IBKR and Zooplus are hardly cheap stocks. Would it be
fair to say that you’re more interested in finding high-
quality businesses and paying the price no matter what
rather than just buying cheap stocks?
If you buy these types of companies at a fair multiple,
they reinvest all their capital back into the business to
widen their moat, and they earn say 15 - 25% annually
on their underlying projects, your portfolio over a long
enough time period will produce similar results.

You certainly don’t want to overpay. But if you
determine a fair multiple is 15x for the company, it
really doesn’t matter if you buy it at 15x or 12x, if you're
invested for the next 10 years. A substantially larger
driver of returns, is getting the answer to “will this
company be able to earn above average margins for
the next 15 years vs. only 5 years” right (i.e. are margins
structural or temporary to the industry). Another crucial
question may be “What gives this company the right >
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to win?” We spend a lot more time on these business
model-type questions, than predicting where the stock
is going to trade next year.

Why have you chosen this strategy over a more
traditional value style?

Simply, | think the world has evolved, as have the
business models along with it. Whether it’s an open-air
market, a neighborhood convenience store, or Amazon,
the goal is still facilitating a sale between Supplier A to
Customer B. It’s just the most efficient method of doing
so has changed.

On top of this, | think many investors underestimate
the pace of change in today’s market. They make
the simplistic assumption that the historical returns a
company has achieved, is what they can expect to earn
going forward. Basically betting that the economics of
an industry won’t change, or those that capture 80%
of an industry’s profit pool will always do so. That may
have been true 50 years ago, when competition tended
to be more localized, both industry and geography-wise.
Certainly you wouldn’t have the risk of a retailer like
Amazon getting into Amex’s payments space like today.

But nowadays, unit economics and the competitive
landscape are always changing. So you have to keep
tabs on the competition — not just within your backyard
but also halfway around the world.

The growth curve is also much more exponential
today than the super-linear trend in prior decades. Value
creation in the old days tended to come from owning
the hard assets — factories, retail stores, trucks, etc. It
required a lot of capital to become the largest. Due to
the law of large numbers, this growth curve was more
linear, as it was hard to grow 20% a year if it meant you
had to devote mindshare and resources to train, hire,
and launch 100 new factories.

Today, the best companies tend to be asset-light.
Value comes from owning the intellectual property, or
facilitating a connection between parties better than
competitors. This is much more scalable. For instance,
we’ve been studying the marketplace business model in
the last year. This type of business is interesting, since
it lends itself to a “winner-take-all” dynamic, so long as
customers also participate in the benefits of larger scale
(i.e. you keep the customers happy, rather than them
screaming “Monopoly!!”). These businesses are likely to
actually grow faster, since the bigger they get, the faster
the “flywheel” spins. The key is catching that inflection
point — that initial stage when a company emerges as a
clear winner from the pack.

66 Today, the best companies tend to be asset-light.
Value comes from owning the intellectual property, or
facilitating a connection between parties better than
competitors. This is much more scalable.

But to “win”, these businesses require a lot of
investment in intangible factors. Often this flows
through the income statement, in the form of lower
prices, higher payroll for developers, marketing costs,
etc. These companies aren’t going to “screen well” on
traditional value metrics.

The fear investors traditionally had with growth, is
that it may be value destructive. For example, growth
isn’t worth anything if it costs you $1in advertising
to generate $0.50 of profit. To tell the difference
between good vs. bad growth, investors need to dig
deeper. They have to analyze the unit economics of
these projects on an individual basis. Much of the data
necessary to run these calculations won’t be readily
available. You’re not going to find it in a 10K.

Often you need to talk to customers, read trade
journals, talk to city officials, etc. to get the data-points
you need. Sometimes, you’ll also need to “tease” /
reverse engineer the financials to find the KPI’s you're
looking. It’s like a math equation (say, X + Y = 80), where
the financials tell you the answer’s 80, and you have a
good idea of what X is because of your conversation
with a supplier, and you’re solving for Y. Y tells you
the underlying principle of how they generated those
returns, and whether your thesis is on track.

Back to the original question of “why | chose this
route”, the answer is it just makes the most sense to me.
It’'s common knowledge how to effectively find the most
thoughtful investors — look at their underlying portfolio,
understand their research and thought process behind
their top positions, and evaluate if you think this is
smart. It’s the best way to evaluate an investor’s stock
picking abilities. Almost all funds do this as part of their
analyst interview process, and the best institutional
investors do it when selecting external managers.

But why haven’t investors applied this method to
finding the best operating companies and CEO’s as
well? After all, everyone is allocating capital, and an
investment manager picking companies is no different
than companies picking which projects to invest in.
Allocators give capital to investment managers, who
give capital to companies and their management teams,
who then deploy that capital into new projects, where
project managers allocate it to the most effective talent,
supplier partners, and so on. Everyone is investingin  »
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some way.

The difference is that investors tend to have a wider
opportunity set, in the form of an entire universe of
stocks to choose from (unless your strategy constrains
you to say Australian Microcap stocks). Meanwhile
companies can only choose from the projects available
to their business.

Nevertheless, | believe the process is the same. The
best way to determine if an industry is attractive is by
looking at the potential returns of available projects.
Some industries are simply more attractive than
others. Some companies also have high return projects
available to only them, and not their competitors.
Lastly, finding the best company or management within
that, requires confidence that they’ll pick the highest
returning ones (the 20% project, and not the 5% one).

You tend to hold a large portion of your portfolio

in cash. The average cash weighting of the last 12
quarters is 23.6%. Do you think this has held back your
returns?

Judging by our performance during that period, it
definitely has. For example, we’re currently up V26%
year-to-date, which would be over 30% if we were fully
invested. So the cash drag has caused a few points of
performance this year, and much more if looking across
the last three years.

What is your cash weighting today and are you finding
any opportunities to deploy capital further?

Cash is at ¥14% today, and has been around that level
for several quarters. But note, the cash level isn’t really
a market timing call. Rather, we just have very high
barriers for new investments. New investments need to
be superior to our current investments, to make it into
the portfolio... and we have a pretty high quality roster
of existing positions.

Cash has slowly declined in the last few years, as
we’ve deployed capital into new ideas. For example,
we’ve made two new investments in the last 15 months,
which has helped lower our cash balance by over 15%.

We're pretty happy with the position sizes across the
portfolio right now, and have an internal limit on how much
we’re willing to invest in a single position at cost. Our
highest conviction ideas are already at or near that limit.

Regarding new ideas, we’re always on the hunt for
interesting businesses. We’re seeing more opportunity
internationally, especially in Asia. There’s a large
tailwind of a growing mass-affluent consumer base,
which makes for some interesting situations. So that’s
where we’re fishing right now.

66 Regarding new ideas, we're always on the

hunt for interesting businesses. We're seeing more
opportunity internationally, especially in Asia. There’s
a large tailwind of a growing mass-affluent consumer
base, which makes for some interesting situations. So
that’s where we’re fishing right now.

Additionally, my thesis is that we’re reaching an
inflection point in the “China Tech” story. In the prior
decade, Chinese companies were known largely as
“copycats”. But over the last year, we’ve seen Western
media start paying attention to these companies,
especially in the technology space, partly due to
Alibaba and Tencent rapidly ascending the list of the
largest companies worldwide. And this attention is for
good reason.

We’re seeing more “innovation” come out the country,
like we've never seen before. For example, a lot has
been written about Amazon’s cashier-less convenience
stores, or their integration plans for Whole Foods. But
this is already happening in China, and at a large scale.

Go to Shanghai, Beijing, or any of the large Chinese
cities, and you’ll find “unmanned” convenience stores
already operating, where customers can just walk in and
grab whatever snacks they want, with no interaction
with humans necessary. Alibaba has over a dozen Hema
grocery stores, where consumers can use their phones
to scan QR codes of produce, get all the information
/ cooking instructions / even which farm it was grown
from on their phone, and have the groceries delivered
to their door-step within the hour. This is happening in
fashion too, with many brands partnering with the online
platforms to try and purchase in-store, then seamlessly
have it delivered from a warehouse to your door. In the
US, Amazon is only starting to trial this business model,
most recently with their Amazon x Calvin Klein pop-up
stores in NYC and LA.

The online-offline integration is happening much
faster in the region, since Chinese consumers are used
to adopting new technology / form new habits very
rapidly, and there was little existing infrastructure to
overcome. This doesn’t even include the huge mobile
payments trend, where in a few short years, people
have literally stopped carrying cash for their daily
needs. | just heard a story the other day from a family
member, how taxi drivers refuse to take them if they try
to pay with cash. China’s dockless bike sharing model
is going international also, and is the first model where
US companies, like LimeBike, are actually copying their
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Chinese counterparts. You can sense a change in the
innovation landscape, and | expect that to accelerate
over the next decade.

On top of this, many of the most innovative and
market-leading Chinese companies are listed outside
of China — many on the New York exchanges. Alibaba,
JD.com, Ctrip, among them. They list here not only
due to the prestige of a US listing and the deep capital
pool here, but also due to the capital controls in China.
It’s harder to acquire or invest capital internationally, if
you’re listed in China vs. abroad.

The primary customers of these companies, the
Chinese consumer, face similar capital controls. Unlike
in the US, retail investors still constitute the majority
of volume for public markets in China. So that creates
a situation where the natural buyer, who knows these
companies very well and understands the products,
can’t buy shares in them. Many US-based investors are
still wary of Chinese firms, due to what happened with
the reverse-merger frauds around 2009-11. Even though
the Chinese tech behemoths of today are very different
than the $50 million market cap Chinese biotech
companies of 7 years ago.

All of this creates some interesting technical factors
for US-listed Chinese companies, and we believe is
a good pool for finding under-appreciated, market
leading, companies.

What has been your biggest investment failure so far?
There’s been a lot of them throughout my investing
career. But, most recently, that award goes to Baidu. We
ended up making close to a +30% profit on it, but it was
still a mistake nevertheless.

| had underestimated how quickly the shift in ad
revenues from search engines to other platforms like
WecChat or Alibaba would be. Today, 60% of mobile time
is spent on WeChat / Tencent, and mobile is the dominant
method which Chinese users access the internet.

Users are skipping search engines, and increasingly
remaining within WeChat’s ecosystem and its plethora
of “mini-programs”. You can shop online, read blogs,
order a taxi, pay your bills, order food, and more all
within one app. More specifically, | underappreciated
just how superior the ROl was on the competing
platforms, due to the specificity with which ads could be
targeted, combined with the increasing amount of time
spent within the WeChat universe vs. outside of it.

However, we got lucky with the investment, due to
the company’s narrative transitioning to an “Artificial
Intelligence” company. While it’s true that Baidu is
recognized as having some of the best Al technology

globally, it’s still a very nascent field, and the potential
distribution of outcomes are very wide. The structure

of the industry profit pool, how big the profit pool will
be, how these profits will be distributed across various
players, and the return on investment for going after this
market is even murkier.

The company promoted its Al-focus more this year,
which has gotten the market excited and driven the
price up a lot. It’s still early stages for the initiative, and
since we don’t have confidence in the outcomes of this
field, we’ve sold the majority of the position into the
market’s enthusiasm.

66 While it’s true that Baidu is recognized as having
some of the best Al technology globally, it’s still a
very nascent field, and the potential distribution of
outcomes are very wide. The structure of the industry
profit pool, how big the profit pool will be, how these
profits will be distributed across various players, and
the return on investment for going after this market is

even murkier.

Did this scenario cause you to change your investment
strategy?

This particular situation hasn’t — in fact | think it may

be the opposite — as it actually validated our process.
There’s certainly been other mistakes that we've
learned from, but there’s enough content in that topic
alone for another interview.

With Baidu, we were able to catch the mistake
relatively early on, since our process involves constantly
tracking the underlying economics of the business,
especially from a customer’s perspective and also
in relation to competitors, on a very frequent basis.
We’re always asking, why should customers use this
service vs. competitors, and what are competitors doing
better? And we try to put hard numbers around these
questions.

Just because someone was a customer last year,
doesn’t mean they aren’t looking for a better alternative
this year. This is especially true for today’s constantly
changing business environment. Most importantly, we'’re
not waiting for the numbers to show up in the financials
before realizing that something is wrong — by then it’s
often too late, and the stock price has already reacted. If
there’s a mistake, hopefully we catch it early, before the
lower economics start showing up in the financials and
the rest of the market catches on. m
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Hayden Capital: Stock Idea One

Your first stock pick is European company Zooplus AG.
Can you give us some background for this business?
Zooplus is the leading online retailer of pet food and
supplies in Europe. Pet food is the largest category,

at “80% of sales. In Europe, e-commerce pet supplies
sales make up V8% of the industry, and Zooplus has
~“50% market share in that space. Close to 90% of the
business is focused on dogs and cats supplies.

The company has been growing at 27% - 33% y/y the
last few years, as customers realize the convenience
and lower prices of buying pet food online. It’s the
largest online pet supply retailer in Europe, and will
become the second largest retailer overall this year.

So the company is a pet food retailer. What attracted
you to this opportunity?

What'’s interesting is that the online penetration for
e-commerce pet food is much lower in Europe than
that of the US and other developed markets. In most
developed countries, broadband will be / already is
ubiquitous. Our thesis is that over time, penetration will
track population density. For example, China only has
53% internet penetration, but has the highest online pet
food adoption. GfK found that 48% of China’s pet food
sales are conducted online. Comparatively urban cities

Zooplus ADR

in the US are “19%, while Europe is just 8%.

It’s clear that for heavy, bulky products such as 40lb
bags of dog food, urban density and difficulty of public/
private transportation is a factor. China has a much
denser population, concentrated in urban areas, where
carrying a heavy bag of dog food home is a hassle. The
same is true for pet owners in cities around the world.
Living in NYC, | personally know | wouldn’t want to carry
a 40lb bag of dog food home on the subway or Uber.
| would much rather it order it to my door, especially if
online is the same price or often even cheaper than the
large chain pet store.

“ Our thesis is that over time, penetration will track
population density. For example, China only has 53%
internet penetration, but has the highest online pet
food adoption. GfK found that 48% of China’s pet food
sales are conducted online. Comparatively urban
cities in the US are ™19%, while Europe is just 8%.

This is especially true for a “commoditized” product
like dog food. Consumers typically get the same
brand for their pet month after month. There’s no
“joy of discovery” with the product, unlike you might »
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get finding a fashionable new jacket you didn’t know
about at Bloomingdales or TJ Maxx. Buying pet food
is a chore, which should be as efficient and least time
consuming as possible. Zooplus provides this, and
recently announced a subscription service to make it
even easier.

On top of this, there’s secular industry tailwind for
ordering pet food online at 15% y/y growth, and Zooplus
is taking share even within this. So the pie is growing,
plus Zooplus’ slice is getting bigger.

We’ve seen this show up in the company’s financials.
The company has doubled sales in the last 3 years (27%
CAGR), and expects to double again by 2020. More
importantly, customer retention is steadily increasing,
while our analysis indicates basket sizes and annual order
frequency are rising as well (7% CAGR and 6% CAGR,
respectively). This is evidence the company is doing
something right, and consumers find value in the service.

Do you think it has the scale to beat Amazon? Is there
a risk from Amazon to the business?

Amazon is certainly a risk, and they’ve been slowly
pushing into Europe. However, | think a lot of investors
overestimate the impact of Amazon around the world —
especially investors based in the US. Travel around, and
you’ll find that many consumers in continental Europe
still aren’t familiar with Amazon yet. For example,
Amazon Prime has 80 million members in the US,

but estimated at 10 million or less internationally. The
Amazon value proposition isn’t as strong internationally,
as itis in the US. At least not yet.

But it’s coming. It would be dumb for us to assume
Amazon isn’t making progress internationally. However,
there are certain niches where Amazon has not
traditionally focused, and has lagged behind. For
instance, even in the more mature US market, Chewy.
com has done a fantastic job of competing against
Amazon. Chewy.com is a very similar business to
Zooplus, both did ¥$1 billion in sales last year, and both
capture Y“50% of the online market. It’s interesting that
Amazon and Chewy started their pet supplies business
around the same time, but Chewy has been growing
much faster, by having a singular focus on serving the
pet customer.

Additionally, shipping heavy, bulky, 40lb bags of dog
food requires a different logistics infrastructure than
Amazon’s. Amazon’s typical package is less than 10
Ibs, and less than a cubic foot in size. As evidence of
this, Amazon recently announced they were entering
the furniture and auto parts businesses, and would be
required to build 4 new warehouses to ship “heavy

& bulky” goods in the US. If successful, they would
certainly be able to ship pet food to US customers out
these facilities as well. However, at the same time it
gives credit to the idea that a different type of logistics
system is required. It’s something we’re watching,
and seeing if it carries over to Europe. Currently, we
estimate Amazon only sells Y€350M in European pet
supplies, which is less than a third the size of Zooplus.
Additionally, many of Amazon’s top sellers fall in the
“easy to ship” category, like pet medications, toys, etc.
We view Chewy.com almost as a “canary in the coal
mine”, since the first battle will likely be in Amazon’s
backyard and most mature market. In the meantime, the
goal is for Zooplus to gain enough scale and customer
loyalty, that by the time Amazon arrives, it will be much
tougher for them to take share in the pet food vertical.
This is why there’s such an intense focus on customer
acquisition, and improving the pet owner’s online
experience.

You’ve spoken about the importance of management

a lot in this interview. What is it that attracted you to
Zooplus’ management?

The CEO was one of the original founders, and has
been with the company for 18 years. The CMO has been
there for 17 years, and the CFO for 4 years. Occasionally
| think they’ve been slow to launch what | see as
“no-brainer” initiatives (such as the subscription service
or investing more in their mobile experience). However,
overall, | think they’ve done a fine job of shepherding
the company through the last two decades, and the
more recent international expansion.

66 The CEO was one of the original founders, and
has been with the company for 18 years. The CMO
has been there for 17 years, and the CFO for 4 years.

But more important to us is who is on the board and
who are our fellow shareholders. I've met a few of the
large shareholders in company, and have found them
to be very bright. Often the fear is that with the wrong
board composition or large shareholders, sometimes
the incentives would be misaligned and push the
company to pursue short-term initiatives that inflate
near-term earnings, at the detriment of the business’s
long-term competitive advantage.

The opposite is the case here. Many shareholders
have been large investors in the company for a long
time, are all reputable in their own right, and have a
proven understanding of value creation with other
investments. They understand there’s still a lot of work »
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and investment to be done, before the company can
rest on its laurels. The recently announced initiatives
to invest in mobile and hire more IT developers, at the
expense of lowering this year’s earnings guidance, is
evidence of this mentality.

Let’s move on to valuation. The stock isn’t particularly
cheap so why have you picked this as a value play?

It depends on how you define “cheap”. It’s hard to
simply look at the headline multiple, since the company
is reinvesting heavily in the business, and doesn’t
make much in the way of earnings. During this period,
the earnings multiple is going to look outrageously
expensive. The more important question is, if
successful, what will this company’s profile look like at
maturity? This is especially true for “winner-take-all”
business models, such as a marketplace model.

| think getting a dominant position company, growing
mid-20%’s y/y going forward, with a strong secular
tailwind, at 0.9x sales or 22.5x normalized EBIT is
attractive. Especially when compared to the traditional
brick & mortar retailers, which are growing at GDP+ (if
that), and still trading at 0.5x sales or 12x EBIT. With
the current valuation, we only need to underwrite three
years of growth, before we get the remaining excess
growth for “free”. We’re pretty optimistic on the pet food
e-commerce space over the next 3 years.

Most of the value typically lies in a business’ terminal
value (i.e. long-term earnings power). Sometimes it’s
cheaper / safer in the long-run to own a business with
longevity and staying power, rather than a low headline
multiple.

66 With the current valuation, we only need to
underwrite three years of growth, before we get

the remaining excess growth for “free”. We're pretty
optimistic on the pet food e-commerce space over the
next 3 years.

What’s your long-term price target?

We don’t typically have price targets for these types of
investments. We invest in companies with the goal of
them growing more valuable year after year. As long
as it’s a reasonable multiple, we’re more concerned
with what this rate of change looks like going forward.
If successful, it doesn’t make sense to put a static price
target on these businesses whose intrinsic values are
increasing every year.

So if you don’t have a price target, what would make
you sell the position?
Most of the time, we’re looking at what a business
would be worth once it hit maturity, and grows into its
addressable market. Typically our holdings are trading
at what we deem to be a “fair” multiple for them, and
will simply compound at a rate similar to the growth
in earnings power (or what we estimate the business
is worth if they shut off all growth investments today).
What drives value creation, is the incremental return on
invested capital. Or said another way, future Earnings
Growth = ROIC x Reinvestment Rate.

There are a few criteria that would cause us to
sell. First, we’re constantly looking for information
that disproves our thesis. The opportunity set for
companies to redeploy capital is constantly changing,
so we must constantly evaluate the current projects a
company is investing in. We're always examining the
unit economics of these initiatives and asking “are we
getting an attractive return”? For current holdings, if
the new initiatives are significantly less attractive than
the projects the company was investing in when it first
entered the portfolio, then we will likely sell.

Second, it’s always possible that the market
gets ahead of itself and prices the company very
expensively. Defining “expensive” typically involves
analyzing what the company would be worth at maturity,
plus if it fully captured its addressable opportunity. If
the market is pricing the stock like it’s already “won” its
industry, when in fact it still has a long ways to go and
ample execution risk, we’ll take the opportunity to sell.

Lastly, companies can’t grow forever and eventually
they’ll hit maturity. Since these companies no longer
have attractive opportunity sets to invest into, they’ll
often start returning capital to shareholders. Worse yet,
they may enter other markets they have no reason to
be in, probably at subpar returns, in order to keep the
growth alive.

It’s very hard from a behavioral or incentive
standpoint, for your typical management team to
admit their job is done, and it’s time to start milking the
cash flow out of a company. Only exceptional leaders
with a strong sense of capital allocation can do that.
At this point, either management will be smart and
return our capital via buybacks or dividends, or we’ll
take the capital away ourselves by selling. We'll then
redeploy the capital into companies with more attractive
reinvestment opportunities. |
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Hayden Capital: Stock Idea Two

Your second pick is Credit Acceptance Corp (NASDAQ:
CACC). This company provides auto loans, a
business that right now is under pressure from rising
delinquencies. So my first question has to be, why
do you like the company? What differentiates the
company from its competitors?
There’s a natural “gag” reflex from other investors, when
you tell them you own a subprime auto lender, whose
primary customers have FICO scores less than 550.
Credit Acceptance is a subprime automotive financing
company that offers loans through a network of auto
dealers nationwide. Typical customers are those who
would not otherwise be able to obtain financing through
traditional means due to poor or no credit history. These
“subprime” borrowers currently make up 45% of the
auto market.

What makes Credit Acceptance different, is that
their primary business is what they call the “Portfolio
Program”. Typical lenders will buy a loan outright from
a dealership, for instance at $0.80 on the dollar. If
the consumer pays back the loan in full, the financing
company will make $0.20.

Credit Acceptance on the other hand, takes a
different approach. Their Portfolio Program partners
with dealerships, to share in the economics of the loan.

Credit Acceptance Corp 1- Year

This ensures the dealer’s incentives are aligned with
CACC'’s, and the loans are of adequate quality. This
type of mutual interest doesn’t exist with the traditional
purchase model.

How it works, is CACC provides the Dealer with a
non-recourse cash advance in exchange for the right to
service and collect the underlying loans. For example,
on a $12,000 car, the customer may contribute a down
payment of $2,000 and take out a loan with CACC for
$10,000. Over a term of 48 months, and interest rate of
22%, the total loan would be $15,123, including interest.
The car likely cost the dealership $8,000 at wholesale.

Remember, these are highly risky customers, where
on average only “70% of the loan is paid back. So
while the interest rate is high, it needs to adequately
compensate for this risk, and is likely better than the
consumer’s other financing alternatives (if any).

Credit Acceptance will then give the dealer an
advance, historically “47% of the loan amount, for $7,108.
This, combined with the consumer’s $2,000 down
payment, covers the dealer’s cost of the car, plus allows
them to make an immediate profit (but a smaller profit
than if they sold the loan outright to a traditional lender).

Subsequently, Credit Acceptance collects a 20%
servicing fee every month, in addition to keeping the »
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remainder of the monthly payment until they recoup
their initial advance. Once Credit Acceptance makes
their advance back, future cash flows are shared 80% /
20% with the dealer taking the majority.

As you can see, the real profit for the dealer is in the
subsequent monthly payments. The more reliable a
customer is, the larger the profit the dealer makes. Thus
dealers want to keep the economics of the best loans
for themselves, and are happy to use Credit Acceptance
to service the loan for them. For Credit Acceptance, the
risk of losing their initial capital is very low, given they
are the first to be paid back, and they can maintain an
adequate margin of safety between the amount they
advance (VY47%) and the percentage of the loan forecast
to be paid back on average (“V70%).

66 The more reliable a customer is, the larger the
profit the dealer makes. Thus dealers want to keep
the economics of the best loans for themselves, and
are happy to use Credit Acceptance to service the
loan for them.

We view industry-wide delinquencies rising as actually
a good thing for Credit Acceptance. In fact, we thought
the industry was overheat, with too much easy capital
sloshing around when we started looking at the space
three years ago. It’s something we’ve been expecting,

and is actually a core reason for our investment in CACC.

Due to Credit Acceptance’s business model, they
are highly insulated from any downside in individual
loans. On top of this, we’ve heard from many dealers
that Credit Acceptance has become the “second lender
of choice” in the space, since dealers have gotten
greedy and can make more money selling off their loans
outright in today’s environment. This has meant lower
loans per dealer for CACC, and a slower growth in the
number of active dealers. During this period, Credit
Acceptance has actually pulled back their underwriting
due to the competitive environment. They would rather
sit back, than chase after poorer quality loans.

But as we start to see the marginal player face higher
delinquencies and get washed out, more dealers are
turning to Credit Acceptance to finance their business.
Customers are still going to buy cars to get to work, and
will need a loan to help cover the costs. Don Foss, the
company’s founder, once said in an interview, “l can’t
think of a lot of barriers to entry, but | can think of a lot
of barriers to profit... It’s easy to give money away, it’s
harder to collect it back.” Being the rational player in a
commoditized market, and having the capital to provide
loans at the bottom of the cycle, when your competitors

can't, is very attractive.

You're saying that the business has traits that insulate
it from wider market trends?

I think the strength lies in Credit Acceptance’s unique
business model, of ensuring dealer incentives are
aligned, and being in a senior position on an individual
loan level. I'm not sure a lot of the short sellers fully
understand the business model, and I've met quite a few
who are simply shorting it as a proxy for the industry.

Higher delinquencies don’t necessarily mean higher
losses. For CACC, profits are determined by the
difference between the predicted payback rate, and
the actual payback rate. Over the last few years, the
company has expected lower payback rates (from 74%
in 2010 to 64% in 2017), and have advanced a lower
amount as a result. The risk lies in them getting the
forecasted rate wrong, and being hit with higher than
expected delinquencies. But again, much of this impact
is mitigated by their senior position. CACC essentially
pioneered the subprime auto space 40 years ago, and
thus they have more data and deeper insights than
everyone else, which leads to better forecasts.

It’s interesting to note, industry downturns have
historically been great opportunities for the company.
The business is almost “counter-cyclical” in this sense.

When the cycle last turned in 2008-11, and
delinquencies shot up, this caused hundreds of
marginal lenders to exit the industry. Meanwhile, Credit
Acceptance actually gained market share and grew EPS
by 227%. In those three years, average volumes per
dealer rose 18%, the number of active dealers rose 23%.
The spread it could charge on its loans doubled.

We may not see as drastic of an uplift this time
around, but it will still be meaningful. Our estimates
are that the company has an additional $1.8 billion of
dry powder, in the form of maturing loans, cash, and
untapped credit facilities. This will be available when the
time is right... all at better economics than the loans on
the balance sheet today.

This is a $5.9 billion company, but you don’t believe
that is an accurate of the company’s market value?
When investors focus on market cap, they’re mainly
asking “is this stock undiscovered”? For example,
looking at the market cap in isolation tells you nothing
about the size of its addressable market, how much
runway the business has left to grow into, or where the
business is in its maturity cycle. It’s possible for a $100
million market cap company to be closer to maturity,
than a $10 billion market cap company. >
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In terms of market awareness, | think Credit
Acceptance is still on the lower end of the spectrum. For
instance, despite the $5.9BN market cap, the founder
and his family still own over 50% of the shares. Another
institutional investor who has been invested in the
company for over 20 years, owns another ¥25%. Other
members of the C-suite, along with board members own
another 5%. If you look at the actual float, it’s roughly
$1.2BN.

(14 For instance, despite the $5.9BN market cap,
the founder and his family still own over 50% of the
shares. Another institutional investor who has been
invested in the company for over 20 years, owns
another ~“25%. Other members of the C-suite, along
with board members own another 5%. If you look at
the actual float, it’s roughly $1.2BN.

On top of this, the short interest is equal to the entire
float (in the last 6 months, the short interest has ranged
from 3.8 — 4.7M shares, out of a total 19.3M shares
outstanding).

For these reasons, it’'s much more volatile than
your typical $6 billion company. We believe it’s a very
misunderstood situation, and for an investor willing to
take a long position, the rewards will be even higher
due to these technical factors.

When we started looking at it 3 years ago, it was even
less followed. There were very few investors looking at the
subprime auto financing space, and those who did were
looking for short candidates (especially after the movie
“The Big Short” came out). In my opinion, Wall Street didn’t
start seriously covering the name until last year.

Let’s talk about valuation. What’s the valuation today,
and where do you see the stock going over the next
few years?

The question | always ask myself with this company

is, how much would | pay for this stock, if | didn’t

know it was a subprime auto lender? As | mentioned
before, there’s a large “gag” factor associated with this
business, which | hypothesize has caused it to trade at
a lower multiple than if it had the same characteristics,
but in a more “reputable” industry.

Despite this, the company has grown EPS at 18%
CAGR the last 5 years, and all during what was arguably
the “trough” period of the cycle for CACC. At “15x P/E,
| believe the multiple is fair — especially for a company
in a defensive second-loss position, and still in the early
innings of its competitive cycle. We also think the street

may be underestimating the earnings power and the
dealer sign-on rate over the next few years.

But the primary drivers of the stock over the long-
term, will be answering 1) How many more dealers can
Credit Acceptance sign up, before they hit maturity, 2)
Will dealers finance more loans through CACC during an
industry down-turn, and if so, by how much, and 3) Can
Credit Acceptance penetrate adjacent businesses (such
as larger, franchise dealers instead of their traditional
base of mom & pop independent used car dealers) by
the time they hit maturity on the core business?

Getting these three questions right will have a much
bigger impact on the company’s valuation than what the
multiple will be next year. The longevity and durability
(i.e. terminal value) is the most important driver for these
types of businesses.

The business at its core is simply a function of the
number of active dealers x the number of loans per
dealer. Our research and conversations with dealers
gives us confidence that the business can continuing
growing through at least another cycle, before growth
starts slowing. There’s still a lot of demand from dealers
for CACC'’s product, especially if the easy money from
competitors continues drying up, as it has over the last
year. We're estimating the business will grow 12 - 15%
annually over the next cycle, and expect the stock price
to follow this trajectory.

Are there any headwinds that could derail this thesis?

There are several factors that potential investors need
to be aware of. First, it’s entirely possible that we’re
over-estimating the number of dealers who would be
interested in partnering with Credit Acceptance. The
company has already grown from just 843 dealers in
2002, to close to 11,000 today. Our conversations with
dealers lead us to believe the company can still double
this number before growth starts slowing. However, a
number of competitive factors can impact this and is
something we’re constantly re-evaluating.

Additionally, the risk of autonomous cars is real.
Especially if this leads to a decline in car ownership
rates, as people shift to ride-sharing, and the cost of
ride-sharing becomes lower than that of car ownership
for lower-income households.

In this scenario, it’s likely that there will be scale
benefits to owning large rental fleets, and the cars used
by the likes of Uber or Lyft will be consolidated in the
hands of a few large corporations. These corporations
won’t need subprime financing. Even though this is
probably still a decade or more away, it’s something
investors should be watchful for. m
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The information and statistical data contained berein have been obtained from sources, which we believe to be reliable, but in
10 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 gnarantee 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.

Historical performance results for investment indices and) or categories have been provided for general comparison purposes
only, and generally do not reflect the deduction of transaction and/ or custodial charges, the deduction of an investment
management fee, nor the impact of taxes, the incurrence of which would bave the effect of decreasing historical performance
results. 1t should not be assumed that your account holdings correspond directly to any comparative indices.

The securities discussed within do not represent all the securities purchased, sold or recommended for client accounts. There s
1o assurance that any securities discussed herein will continue to be held. 1t should not be assumed that any of the securities
discussed were or will be profitable, or that the investments decisions Hayden mafkes in the future will be profitable.

Hayden Capital is committed to communicating with our investment partners as candidly as possible becanse we believe onr
investors benefit from understanding our investment philosophy, investment process, stock selection methodology and investor
temperament. Onr 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 onr appraisals and we have confidence in our opinions,
actual results may differ materially from those we anticipate.

Clients shonld let Hayden Capital know if financial situations or investment objectives have changed or whether they prefer to

Pplace any reasonable restrictions on the management of their account(s) or modify any existing restrictions.

The information provided in this material shonld not be considered a recommendation to buy, sell or hold any particular

Ssecurity.
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