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August 17, 2015 

 

Dear Investor: 

 

 

THE ODD COUPLE 

 
“Whenever you can buy a large amount of future earning power for a low price, you have made a good investment.” 

 

Sir John M. Templeton 

 

During the past few months the global equity markets have digested a wide array of macroeconomic 

related policy stances and seeming contradictions. China wants freer markets and lesser capital controls 

on the RMB to appease the IMF. China wants total control over its equity markets. China wants a 

weaker currency, no wait, a much weaker currency. Greece is against austerity. Greece signs on for 

tougher austerity. The Fed wants to raise interest rates in September. The Fed is ambiguous on rates in 

September.    

 

The bemusements above are very real, but do not require anything more than simple summaries. China’s 

old economic model based on investment and exports has excess capacity, and the move towards 

domestic consumption and a service based economy can be accomplished, but not overnight. Greece’s 

ideal of the welfare state ran out of rope, and more importantly, money. The U.S. was the first to devalue 

following the crisis, but now with more players sitting at the table, the pot seems larger, and the game it 

started has grown more complex.  

 

The good news here—yes, there is some—is that these dramas create volatility in share prices, and 

volatility in share prices create potential opportunities to make long-term purchases. Without price 

volatility relative to intrinsic value, it is difficult to find mispriced securities. Also, despite the political 

chaos, and policymaker’s attempt to spur inflation, the free-market system continues to create value. 

Innovation has driven energy prices considerably lower, and rapidly evolving technology allows us the 

potential to be more productive. 

 

Regarding technology, our discussion now builds upon previous ones we have held in the past few years 

referencing what we see as a head-on collision between Moore’s Law and the global economy; with 

structural unemployment as the immediate result. We believe this is the progenitor of the political chaos 

we have witnessed for many years, as policymakers struggle to offset the inevitable effect of disruption 

and rising near-term structural unemployment. Moreover, we believe many of their policies present a 

series of blind alleys and unintended consequences, that worsen the situation (i.e., inflating a credit 

bubble), but we will resist elaborating on this digression.  

 

As you may recall Moore’s Law was established in 1965 by Intel co-founder Gordon Moore predicted 

that the number of transistors per square inch on integrated circuits would double approximately every 

two years. As transistors are added, computing power rises, costs fall and components continue to shrink. 

Consider that the original size of a transistor was ½ inch long, and today, Intel’s next announced target is 

10 nanometers; approximately the size of a human virus. Likewise, the iPhone 6 (that fits in your pocket) 

is estimated to possess 1 million times more computing power than an IBM computer in 1975 (that filled 

a room). Similarly, back of the envelope math tells us that since 2000, computing power based on the 

growth of transistors per integrated circuit has increased approximately 132,281%. If that sounds 

incomprehensible, it should, because humans are generally bound by linear thinking and cannot process 
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exponential thinking. The simplest lesson in exponential growth through compounding comes from a 

parable called the “inventor of chess and the emperor.” As the story goes, the inventor of chess takes the 

game as a gift to the emperor who is so delighted after playing that he offers the inventor the reward of 

his choosing, gold, jewels, etc. The inventor politely declines these precious goods and asks the emperor 

instead for a grain of rice that doubles with each of the 64 squares on the chess board. The emperor 

laughs and of course accepts, but then finds out later that this amounts to more rice than the entire world 

produces, many times over. Advances in technology and its effect on the global economy have moved in 

an analogous manner to the grain of rice, creating existential challenges for incumbents across the 

economic and political spectrums as it transforms the economy in unpredictable ways. 

 

Given the remarkable expansion in computing power—that continues today—a mental framework is 

helpful for processing this activity, its potential path, and implications. One such potential framework 

comes from inventor, futurist, author, and director of engineering at Google, Ray Kurzweil. Mr. 

Kurzweil’s view is that technology is heading towards a state of “singularity” whereas technology 

eventually becomes fused into all matter, including biological matter. We believe the first and most 

obvious iteration of this is in the so-called “internet of things” which effectively refers to the inter-

connection of objects and materials through communication with each other and the internet. A good 

illustration of this in everyday life could be seen in Google’s Nest, which is a smart home system where 

homeowners can turn over their thermostats and security monitoring to a cloud-based machine learning 

product that after a few days of observations “learns” the optimal settings for the dweller’s heating and 

air preferences, while also maximizing efficiency and cost savings. Similarly, and this is another 

important distinction with the “internet of things” it represents a departure from the preexisting use of 

the internet as mostly a library where people could find information. Increasingly, the internet of things 

shifts the internet, through cloud computing, into a two-way street; where information is more frequently 

sent to the user rather than retrieved. The massive connection of “things” and devices around the world 

brings the internet closer towards representing a living and breathing ecosystem whose power is still 

being discovered through applications of big data techniques. Examining singularity beyond the scope of 

the internet of things brings us to the fusion of biology and technology that Mr. Kurzweil describes in his 

writings, etc. Some aspects of this sound far-fetched, but the merger itself is well underway. Evidence of 

this phenomenon can be most readily seen through the continuing advances in robotic prosthetics, and 

the neural implants that paraplegics and quadriplegics use to control them with their thoughts alone. 

Separately, the development of artificial intelligence and robotics is racing ahead as well. Many people 

have learned of Google’s autonomous cars, and have read the concerns that thought leaders in science 

and technology such as Stephen Hawking or Elon Musk have over what they see as a potentially 

dangerous end-game for artificial intelligence. As a possible illustration of how far along this 

development has carried, it was reported this week that a group of researchers in Cambridge have built a 

“mother” robot that can design and build its own “baby” robots to perform simple tasks. From there, and 

based on the mother robot’s observation of this offspring, the mother can then create new generations of 

robots that perform at a successively higher rate of performance than the prior generation. The scientists 

observed that the fittest robot in the last generation could perform tasks at a rate twice the level of the 

robots in the first. These scientists have effectively recreated in their lab the process of evolution within 

the context of an autonomous robot and its progeny that it designs and builds alone.   

 

In the context of the discussion above, our review in early 1Q15 of low Enterprise to EBITDA multiples 

turned up an odd name that stuck out like a sore thumb. At the time, Google was trading 8.9x 

EV/EBITDA versus 10.8x for the S&P 500. Taking a closer look, it was also clear that its multiple was 

only modestly above its trough level of 7.4x last seen back during the financial crisis in November 2008. 

For that matter, 1Q15 was only the second time since the financial crisis that Google traded at a relative 

http://www.wsj.com/articles/neural-implants-let-paralyzed-man-take-a-drink-1432231201
http://www.wsj.com/articles/neural-implants-let-paralyzed-man-take-a-drink-1432231201
http://www.kurzweilai.net/the-origin-of-the-robot-species?utm_source=KurzweilAI+Daily+Newsletter&utm_campaign=8c9eef6fd2-UA-946742-1&utm_medium=email&utm_term=0_6de721fb33-8c9eef6fd2-282191137
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discount to the S&P 500. For all of this press that we had seen regarding the high valuations surrounding 

Facebook (EV/EBITDA 23.4x),etc., and assuming that other tech names had been swept up to similar 

levels, the low multiple seemed strange. Namely, why is the one-time poster child of the new economy 

hanging about with old-world businesses on the sale rack of the stock market (i.e., an odd couple)?  

 

A closer look at the firm’s fundamentals provided a relatively quick answer in our view; Google has 

been making large investments into new businesses. To be sure, capital expenditures in 2013 and 2014 

increased year-over-year 124.8% and 48.9%, respectively. It appeared that the commensurate effect on 

the firm’s operating margins—which fell from a 30-35% range in prior years to 27.7% and 24.9% in 

2013 and 2014—left Google’s traditional momentum chasing investor crowd unimpressed. We believe 

the valuation fell to an attractive level as a result of Google’s traditional growth audience moving on to 

greener pastures and more certain growth prospects (i.e. Facebook). 

 

Most often, businesses that are investing heavily into new products or business lines are making a 

deliberate choice to limit current profitability for the expectation of larger future profits. This creates a 

paradigm that can be pure anathema to momentum investors looking for their holding to post a steady 

stream of “beat and raise” quarterly earnings. Ironically though, growth in profits are merely an output of 

invested capital, and so, if the rate of reinvestment declines, so too (eventually), will the growth in 

profits. For instance, think of the firm that continues slashing R&D, and marketing expenses in order to 

beat near-term earnings projections, in time these trade-offs catch up with the firm as it loses competitive 

ground. This relationship is common sense, but can also be seen quantitatively; a firm’s projected growth 

rate is equal to its return on invested capital times its net investment rate (i.e., g = ROIC x IR, where IR 

= Net Investment in Working Capital and Capital Expenditures / Net Operating Profit after Tax). When 

we look at the simple math of g = ROIC x IR, we can readily see that a firm that neglects to reinvest 

(IR), barring a rise in return on invested capital (ROIC), will see a letdown in its growth rate (g). 

 

With that said, and some understanding of the potential mispricing in Google shares the key remaining 

questions are, what is management investing in, and has management shown any skill as investors of 

Google’s capital? 

 

To answer the first question Google has been investing in products and services that run the spectrum of 

“singularity”, including the internet of things, robotics, and life sciences. Moreover the firm has invested 

steadily in growth vehicles that expand or enhance its core search engine and advertising model, such as 

Youtube, and Google Fiber. Although it represented a curve ball during the writing of this letter, 

Google’s abrupt announcement last week of its corporate restructuring into a holding company named 

Alphabet greatly simplified the market’s understanding of its corporate strategy. Additionally, it 

provided us with additional conviction that the balance sheet is housing a stable of businesses with 

significant growth potential. Lastly, it confirmed our thinking that Google should be viewed as a 

burgeoning conglomerate, rather than a search engine with a case of attention deficit disorder regarding 

the use of its cash flows. Rather than hammer out an explanation of the new corporate structure, we 

provide the illustration below from Wikipedia to describe it in an organizational chart. 

 

 

 

 

 

 

https://en.m.wikipedia.org/wiki/File:Alphabet_Company_Structure_Diagram.svg
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Source: Wikipedia, https://en.m.wikipedia.org/wiki/File:Alphabet_Company_Structure_Diagram.svg 
 

 

Worth noting from the illustration above is that although Google is now one piece of the Alphabet 

structure it remains the core funding mechanism for these sister organizations. Given this arrangement 

and management’s affinity for Warren Buffett and Berkshire Hathaway, the holding company draws 

obvious comparisons to Berkshire Hathaway, at least from a corporate strategy perspective. Just as 

Warren Buffett considers himself a capital allocator, so too does Google’s Larry Page in many regards, 

which includes adopting Buffett’s decentralized management culture. As most readers know, Buffett’s 

strategic advantage is the large amounts of cash flow that stream into Berkshire Hathaway through the 

form of insurance premiums, and are referred to as float. Google on the other hand receives its sizable 

cash flow through the persistence of the monopoly profits it has both created and enjoys in the space of 

internet search, and the advertising dollars its customers pay to get in front of internet users. Google’s 

stream of cash flows comes from the continued success of its search engine, while Buffett’s comes from 

the continued success of Berkshire’s insurance policy underwriting (and now increasingly from other 

holdings also). Although the Berkshire comparisons are interesting, Alphabet may be more readily 

compared to the old Teledyne, in our opinion, given its tech and science focus. Either way it is all similar 

given Buffett’s outspoken admiration for Teledyne’s Henry Singleton as paving the way for future 

capital-allocation business models. Another key difference that is worth mentioning, Buffett invests with 

leverage through the use of policyholder’s premiums, while Google is using shareholder’s capital from 

its cash flow stream. 

https://en.m.wikipedia.org/wiki/File:Alphabet_Company_Structure_Diagram.svg


 
 

6 3 3  C H E S T N U T  S T R E E T  | S U I T E  8 2 0  | C H A T T A N O O G A ,  T N  3 7 4 5 0  | P H :  4 2 3 . 8 2 6 . 0 9 4 4  | F A X :  4 2 3 . 8 2 6 . 0 9 4 9  

 

Now on to the second question regarding whether Google’s team has demonstrated skill when investing 

its cash flows into separate businesses. Given the tilt towards higher valuations in the technology 

industry, and therefore potentially costly errors, this is an important question. The good news is that 

Google has shown an ability to create value through acquisition over the past decade, as well as a good 

eye for spotting opportunity. One simple illustration comes from Google’s 2006 purchase of YouTube 

for $1.65 billion, which although is not broken out separately, analysts at Bank of America Merrill 

Lynch value today on a standalone basis at $70 billion. It is also well publicized that Google was an 

early investor in Uber, through its Google Ventures arm. Irrespective, the firm has made numerous 

acquisitions, and these represent a few that resonate on a more qualitative basis. A better perspective 

may come through a quantitative assessment. For this approach, we will examine Google’s acquisition 

track record through the proxy of its return on equity compared with its return on tangible equity, as well 

as the same measures side by side with Berkshire Hathaway. 

 

 
 

Source: Bloomberg, Templeton and Phillips 

 

As we can see through this comparison, both firms rate pretty well in terms of maintaining a relatively 

tight spread between their returns on equity and tangible equity, which suggests in an approximate 

manner that they are likely not overpaying for their acquisition targets, and may even be generating 

synergies (the latter is probably far more applicable for Google than Berkshire). Google’s spread 

between the two measures for the past ten years has averaged 350 basis points, while Berkshire’s has 

been 390 basis points. We hasten to add though that Google is still in its early innings, while Berkshire 

has been creating value for 50 years. Still, the comparisons are both noteworthy and insightful. 

 

Regardless of these comparisons, we emphasize the intriguing opportunity represented by advances in 

technology and its assimilation into everyday businesses and services. It is this continued saturation that 

prompts our thinking of Alphabet as a broader-based conglomerate with holdings that in the years to 

come may span the economy in a more comprehensive, and diversified manner. Finally, despite the 

various episodes of politically born financial chaos, we also see a much brighter future than these events 

portend being shaped by companies like Alphabet who are focused on the future. With that said, owning 

a piece of this future at a discounted price makes good sense in our opinion, and the oddity of the 

situation tends to reinforce our thinking. 

  

 



 
 

6 3 3  C H E S T N U T  S T R E E T  | S U I T E  8 2 0  | C H A T T A N O O G A ,  T N  3 7 4 5 0  | P H :  4 2 3 . 8 2 6 . 0 9 4 4  | F A X :  4 2 3 . 8 2 6 . 0 9 4 9  

 

Lauren C. Templeton             Scott Phillips 

 

 
Principal & Portfolio Manager                                    Portfolio Manager 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Disclosures: 

 
Past performance is not indicative of future results.  This is not an offer to sell, or a solicitation of an offer to 

purchase any fund managed by Templeton & Phillips Capital Management (“TPCM”). Such an offer will be made 

only by an Offering Memorandum, a copy of which is available to qualifying potential investors upon request.  An 

investment in a private fund is not appropriate or suitable for all investors and involves the risk of loss.  

 

TPCM reserves the right to modify its current investment strategies and techniques based on changing market 

dynamics or client needs.  It should not be assumed that any of the characteristics discussed were or will prove to be 

profitable, or that the investment recommendations or decisions we make in the future will be profitable.  The 

information provided in this report should not be considered a recommendation to purchase or sell any particular 

security. There is no assurance that any securities discussed herein will remain in the Fund’s portfolio at the time 

you receive this report or that securities sold have not been repurchased. The securities discussed may not represent 

the Fund’s entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio 



 
 

6 3 3  C H E S T N U T  S T R E E T  | S U I T E  8 2 0  | C H A T T A N O O G A ,  T N  3 7 4 5 0  | P H :  4 2 3 . 8 2 6 . 0 9 4 4  | F A X :  4 2 3 . 8 2 6 . 0 9 4 9  

holdings.  It should not be assumed that any of the securities transactions, holdings or sectors discussed were or will 

prove to be profitable, or that the investment recommendations or decisions we make in the future will be profitable 

or will equal the investment performance of the securities discussed herein.  Recommendations from the past 12 

months are available upon request.  Information was obtained from third party sources which we believe to be 

reliable but are not guaranteed as to their accuracy or completeness.
 

 

TPCM is a registered investment adviser.  Registration does not imply a certain level of skill or training. The fee 

schedule for TPCM’s investment advisory services with respect to the Fund is stated in the Offering Memorandum.  

The Fund will also incur other operating expenses such as administration fees, audit fees and legal fees which will 

reduce the performance of the fund.  More information about TPCM can be found in Form ADV Part 2 which is 

available upon request.  LTF-15-17 

 

 


